Classification of Credits _
Effective date May 2000 Section 2060.1

INTRODUCTION collateral's value and cash flow, when they
are not a primary source of repayment. (Undu
The criteria used to assign quality ratings to reliance on secondary sources of repaymet
extensions of credit that exhibit potential prob- should be questioned, and the bank’s policy
lems or well-defined weaknesses are primarily about permitting such a practice should be
based upon the degree of risk and the likelihood reviewed.)
of orderly repayment, and their effect on a
bank’s safety and soundness. Extensions dihe longer the tenure of the borrower’s exten
credit that exhibit potential weaknesses are cagion of credit or contractual right to obtain
egorized as “special mention,” while those thatfunds, the greater the risk of some advers
exhibit well-defined weaknesses and a distinalevelopment in the borrower’s ability to repay
possibility of loss are assigned to the mordhe funds. This is because confidence in th
general category of “classified.” The term clas-borrower’s repayment ability is based upon the
sified is subdivided into more specific subcatborrower’s past financial performance as well a
egories ranging from least to most severe: “subprojections of future performance. Failure of the
standard,” “doubtful,” and “loss.” The amount borrower to meet its financial projections is a
of classified extensions of credit as a percent afredit weakness, but does not necessarily me:
capital represents the standard measure of efhe extension of credit should be considered a
pressing the overall quality of a bank’s loanspecial mention or be classified. On the othe
portfolio. hand, the inability to generate sufficient cast
These classification guidelines are only applieflow to service the debt is a well-defined weak:
to individual credits, even if entire portions orness that jeopardizes the repayment of the de
segments of the industry to which the borrowe®nd, in most cases, merits classification. Whe
belongs are experiencing financial difficultiesdetermining which credit-quality-rating cate-
The evaluation of each extension of credit shoul@ory is appropriate, the examiner should con
be based upon the fundamental characteristigder the extent of the shortfall in the operating
affecting the collectibility of that particular credit. figures, the support provided by any pledgec
The problems broadly associated with soméollateral, and/or the support provided by
sectors or segments of an industry, such aPsigners, endorsers, or guarantors.
certain commercial real estate markets, should
not lead to overly pessimistic assessments of
particular credits in the same industry that ar . . .
not affected by the problems of the troubleci)elmquent Extensions of Credit
sector(s).
One of the key indicators of a problem credit is
a borrower’s inability to meet the contractual
repayment terms of an extension of credit. Whei
ASSESSMENT OF CREDIT thig gccurs, the extension of credit is identifiec
QUALITY as past due or delinquent. Examiners divide
) ) delinquent credits into two main categories for
The evaluation of each credit shoqld be basgﬂhe purpose of a bank examination: “A" delin-
upon the fundamentals of the particular creditgyent extensions of credit and “B” delinquent
including, at a minimum— extensions of credit. Extensions of credit are
] ) - also referred to as “paper” because the lega
» the overall flnanC|§I condltlon and resourcegpligation, for example the note, loan, or credi
of the borrower, including the current andagreement, is typically recorded on a pape

stabilized cash flow (capacity); form. The designation of “A" paper is given to
+ the credit history of the borrower; any extension of credit that is considered to be
« the borrower’s or principal’s character; statutory bad debt. Statutory bad debts ar
« the purpose of the credit relative to the sourcelefined in section 5204 of the Revised Statute

of repayment; and (12 USC 56) as all debts due to a bank on whicl

the types of secondary sources of repaymeimterest is past due and unpaid for a period of si
available, such as guarantor support and thmonths, unless the extension of credit is wel
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2060.1 Classification of Credits

secured and in the process of collection. Delinexceptions not material to the repayment of the
quent credits that are not covered under theredit. It should also not be used to list exten-
definition of statutory bad debt are designated asions of credit that contain risks usually associ-
“B” paper. In either case, special mention orated with that particular type of lending. Any
classified extensions of credit are often found textension of credit involves certain risks, regard-
be delinquent. An extension of credit thamnist less of the collateral or the borrower’s capacity
delinquent also may be identified as speciand willingness to repay the debt.

mention or classified. Nondelinquent extensions For example, an extension of credit secured
of credit (also referred to as “performing” or by accounts receivable has a certain degree of
“current”) should be classified when well- risk, but the risk must have increased beyond
defined weaknesses exist that jeopardize repaghat which existed at origination to categorize
ment. Examples of well-defined weaknessethe credit as special mention. Other characteris-
include the lack of credible support for full tics of accounts receivable warranting identifi-
repayment from reliable sources, or a significantation as special mention include a rapid increase
departure from the intended source of repayin receivables without bank knowledge of the
ment. This latter weakness warrants conceroausative factors, concentrations in receivables
because a delinquent credit may have bedacking proper credit support, or lack of on-site
brought current through loan or credit modifica-audits of the bank’s borrower.

tions, refinancing, or additional advances.

CLASSIFICATION CATEGORIES

Split Classifications

A special mention extension of credit is defined

as having potential weaknesses that deserWhen classifying a particular credit, it may not
management's close attention. If left uncorbe appropriate to list the entire balance under
rected, these potential weaknesses raagome ©One credit-quality category. This situation is
future date result in the deterioration of the commonly referred to as a “split classification”
repayment prospects for the credit or the instiand may be appropriate in certain instances,
tution’s credit position. Special mention creditsespecially when there is more certainty regard-
are not considered as part of the classifiend the collectibility of one portion of an exten-
extensions of credit Category and do not exposﬂon of credit than another. Spllt classifications
an institution to sufficient risk to warrant may also involve special mention as well as

SPECIAL MENTION CATEGORY

classification. “pass” credits, those that are neither special
Extensions of credit that might be detailed inmention nor classified. Extensions of credit that
this category include those in which— exhibit well-defined credit weaknesses may war-

rant classification based on the description of the

- the lending officer may be unable to properlyfollowing three classification categoriés.
supervise the credit because of an inadequate
loan or credit agreement;

uestions exist regarding the condition of, . .
gnd,or control overgconatgra,. Substandard Extensions of Credit
economic or market conditions may unfavor-, Y . o
ably affect the obligor in the future; A “substandard” extension of credit is inad-
a declining trend in the obligor’s operations orequately_ protected by the current sound worth

n imbalanced ition in the balan h nd paying capacity of the obligor or of the
a alanced positio € balance sheel,)ateral pledged, if any. Extensions of credit so

exists, but not to the point that repayment i, ssified must have a well-defined weakness or
jeopardized; and

« other deviations from prudent lending prac-
tices are present.

1. Guidelines for the uniform classification of consumer-

The special mention category should not be uséastallmgrjt e_xtenspnslof credit and credit card plans, as well
. . . . -_as classification guidelines for troubled commercial real estate

to |dent|fy an extension of credit that has as 'thedits, are discussed in detail in sections 2130.1 and 2090.1,

sole weakness credit-data or documentatiorspectively
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Classification of Credits 2060.1

weaknesses that jeopardize the liquidatioh be sufficient to resolve pending factors. This i
the debt. They are characterized by the distinatot to say that situations do not occur wher
possibility that the bank will sustain some loss ifcontinuation of the doubtful classification is
the deficiencies are not corrected. Loss potemwarranted. However, the examiner should avoi
tial, while existing in the aggregate amountundue continuation if repeatedly, over the cours
of substandard credits, does not have to exisff time, pending events do not occur and repay
in individual extensions of credit classifiedment is again deferred awaiting new
substandard. developments.

Doubtful Extensions of Credit Loss Extensions of Credit

An extension of credit classified “doubtful” has
all the weaknesses inherent in one classifie
substandard, with the added characteristic thaf ~. . .

the weaknesses make collection or liquidation iwgrliar?tcg:jtm'lﬁ?scecI::si f?(?aqli(oanblfjogzsﬁtost Ir?]eg(l
full, on the basis of currently existing facts,gjat the credit has absolutely no recovery o

conditions, and values, highly questionable an alvage value, but rather that it is not practical o
improbable. The possibility of loss is extremel)%iv

xtensions of credit classified “loss” are consid-
ed uncollectible and of such little value that

: S esirable to defer writing off this basically
high, but because of certain important an orthless asset even though partial recover

reasonably specific pending factors that ma .
work to the advantage of and strengthen thgay be effected in the future. Banks should no

credit, its classification as an estimated loss i eeagfevéﬁdréoma;ﬁ;ngyct’r?g'gzrm(.rsef)%\éirslei\ggﬁ
deferred until its more exact status may b :

h . X hould be taken in the period in which they
determined. Pending _fa_c_tors may |n_clude a prgs'urface as uncollectible.
posed merger or acquisition, liquidation proceed-

ings, capital injection, perfecting liens on addi- " son;cla cases, exanlnnefrs Sho?.”id detearmn;e
tional collateral, or refinancing plans. reasonable carrying value for a GISlressed extel

Examiners should avoid classifying an entireSion of credit and require a write-down through
a charge to the allowance for loan and leas

credit as doubtful when collection of a specific . .
portion appears highly probable. An example of2SS€S: Of to other operating expenses in the ca
proper use of the doubtful category is the case ¢if a1 “Other asset.” Such a determination shoulc
a company being liquidated, with the trustee-in! e based on tangible facts recorded in the bank

bankruptcy indicating a minimum disbursemenFreO”t file anc_i contained in reports: on proble_rr
picy g (S:redlts submitted to the board of directors or its

ommittee, and not solely on verbal assurance

unsecured creditors, including the bank. In thi !
from a bank officer.

situation, estimates are based on liquidatio
value appraisals with actual values yet to be
realized. By definition, the only portion of the
credit that is doubtful is the 25 percent differ-
ence between 40 and 65 percent. A prope$I-I-U'A‘TIO'\IS NOT REQUIRING
classification of such a credit would show 40 perf-:l-ASS”:'CATION

cent substandard, 25 percent doubtful, and | )
35 percent loss. It is generally not necessary to classify exten

Examiners should generally avoid repeatingions of credit and contingent liabilities that are
a doubtful classification at subsequent examinadequately protected by the current sound wort

tions, as the time between examinations shoul@nd debt-service capacity of the borrower, gua

antor, or the underlying collateral. Further, a

performing extension of credit should not auto-

matically be identified as special mention, clas

R sified, or charged off solely because the valu

2. This terminology is used in the original classificationof the underlying collateral has declined to ar

definitions as seE ‘forffh in tl:e 1938 Accord and its amendamoLlnt that is less than the balance outstandin
ments. The term “liquidation” refers to the orderly repayment . .

of the debt and not to a forced sale of the loan or its underlying=Xtensions of credit to sound borrowers that ar

collateral. refinanced or renewed in accordance with pru
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2060.1 Classification of Credits

dent underwriting standards should not be caFormaIIy Restructured
egorized as special mention unless a potenti@xtensions of Credit
weakness exists, or classified unless a well-

defined weakness exists that jeopardizes repagestructured troubled debt should be identified
ment. The existence of special mention or clasn the institution’s internal credit-review system
sified extensions of credit should not be |dent|f|e(énd C|ose|y monitored by managemen’[. When
as an imprudent banking practice, as long as thgnhalyzing a formally restructured extension of
institution has a well-conceived and effectivecredit, the examiner should focus on the ability
workout plan for such borrowers, and effectiveof the borrower to repay the credit in accordance
internal controls to manage the level of thesgyith its modified termg With formally restruc-
extensions of credit. tured credits, it is frequently necessary to charge
off a portion of the principal, due to the borrow-
er’s difficulties in meeting the contractual pay-
Partially Charged-Off ments. In these circumstances, the same credit-
Extensions of Credit risk assessment given to nonrestructured credits
with partial charge-offs (see the previous sub-

When an institution has charged off a portion of€ction) would also generally be appropriate for
a credit and the remaining recorded balance @ formally restructured credit. This includest

the credit (1) is being serviced (based upotdentifying the remaining recorded balance as
reliable sources) and (2) is reasonably assuré&gpecial mention or clas§|f|ed |f.unwarranted.
of collection, categorization of the remainingThe assignment of special mention status to a
recorded balance as special mention or classifidg@rmally restructured credit would be appropri-
may not be appropriateFor example, when the ate, if, after _the restructuring, potential w_eak-
remaining recorded balance of an extension dfesses remained. It would also be appropriate to
credit is secured by readily marketable collatclassify a formally restructured extension of
eral, the portion that is secured by this collatersgredit when well-defined weaknesses exist that
would generally not be identified as speciaieopardize the orderly repayment of the credit,
mention or classified. This would be appropri-based upon its reasonable modified terms. For a
ate, however, if potential or well-defined weak-further discussion of troubled debt restructur-

nesses, respectively, continue to be present IRgS, see the glossary section of the Instructions
the remaining recorded balance. In such caser the Consolidated Reports of Condition and
the remaining recorded balance would generall{icome and “Loan Portfolio Management,” sec-
receive a credit rating no more severe thafon 2040.1.
substandard.

A more severe credit rating than substandard
for the remaining recorded balance would bd)ROLE OF GUARANTEES
appropriate if the loss exposure cannot be rea-
sonably determined, for example, when signifiThe primary focus of a review of an extension of
cant risk exposures are perceived, such as migbiedit's quality is the original source of repay-
be the case in bankruptcy or for credits collatment and the borrower’s ability and intent to
eralized by properties subject to environmentaulfill the obligation without reliance on guaran-
hazards. In addition, classification of the remaintors5 In situations involving troubled credits,
ing recorded balance would be appropriate whenowever, the assessment of credit quality should
sources of repayment are considered unreliablelso be based upon the support provided by

guarantees. As a result, the lending institution

4. An example of a restructured commercial real estate
credit that doesiot have reasonable modified terms would be

_— a mortgage that requires interest paymeatdy, but no

3. The accrual/nonaccrual status of the credit must corprincipal payments, despite the fact that the underlying
tinue to be determined in accordance with the glossary sectiarollateral generates sufficient cash flow to pay both.
of the Instructions for the Consolidated Reports of Condition 5. Some credits are originated based primarily upon the
and Income (call report). Thus, while these partially chargedfinancial strength of the guarantor, who is, in substance, the
off credits may qualify for nonaccrual treatment, cash-basiprimary source of repayment. In such circumstances, exam-
recognition of income will be appropriate when the criteriainers generally assess the collectibility of the credit based
specified in the call report guidance are met. upon the guarantor’s ability to repay the credit.
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must have sufficient information concerning the cross-collateralized or otherwise inter-
guarantor’s financial condition, income, liquid- twined with the credit; or

ity, cash flow, contingent liabilities, and other — guarantees collateralized by readily mar-
relevant factors (including credit ratings, when ketable assets that are under the control ¢
available) to demonstrate the guarantor’s finan- a third party.

cial capacity to fulfill the obligation. + The extent to which guarantees are legall

enforceable, although in general this is the
only type of guarantee that should be reliec

Examiner Treatment of Guarantees ~ “P°"-
— Collection of funds under a guarantee

should not be subject to significant delays

A guarantee should provide support for repay- or undue complexities or uncertainties

ment of indebtedness, in whole or in part, and be h iah der leal ¢ bili
legally enforceable. It is predicated upon both ~ that might render legal enforceability
the guarantor’s financial capacity and willing- questionable.
ness to provide support for a credit. — Although the bank may have a legally
To assess the financial capacity of a guarantor ~ €nforceable guarantee, it may decide no
and determine whether the guarantor can honor to enforce it. The examiner's Judgment
its contingent liabilities in the event required, should be favorably affected by previous
examiners normally rely on their own analysis extensions of credit evidencing the t!mely
of a guarantor's financial strength. This includes ~ €nforcement and successful collection o
an evaluation of the financial statements and the guarantees.

number and amount of guarantees currentlyy The type of the guarantee. Some guarantes
committed to. for real estate projects are limited in that they

only pertain to the development and construc
tion phases of a project. As such, these limite
guarantees cannot be relied upon to support
troubled credit after the completion of these
phases.

A guarantor’s willingness to perform is
assumed, unless there is evidence to the con-
trary. Since a guarantee is obtained with the
intent of improving the repayment prospects of a
credit, a guarantor may add sufficient strength to
preclude or reduce the severity of the risk
assessment.

Examiners should consider and analyze the
following guarantee-related factors during thFF-BALANCE-SHEET ITEMS

course of their review of extensions of credit: o )
The principal off-balance-sheet credit-relatec

« The degree to which the guarantors havé&ansactions likely to be encountered during loal
demonstrated their ability and willingness tof€views are loan commitments, commercial let
fulfill previous guarantees. ters of credit, and standby letters of credit. Whel

« Whether previously required performanceevaluating off-balance-sheet credit transaction

under guarantees was voluntary or was thif" the purpose of assigning a credit-quality

result of legal or other actions by the Iender.rating' the examiner should carefully considel

Examiners should give limited credence ifwhether the bank is irrevocably committed to

any, to guarantees from obligors who hav@dvance additional funds under the credit agree
reneged on obligations in the past, unlesent. If the bank must continue to fund the

there is clear evidence that the guarantor h mmitment and a potential weakness exist
the ability and intent to honor the specifict at, if left uncorrected, may at some future datt

guarantee under review. result in the detgriorati_on of repayment pros:

» The economic incentives for performance b ects orthg bank’s credit posmon,.the amount o
guarantors. This includes— he commitment may be cat_egorlzed as speci

: ) mention. If there is a well-defined weakness tha

— guarantors who have already partially perjeopardizes repayment of a commitment, class

formed under the guarantee;  fication may be warranted. If an amount is
— guarantors who have other significaniclassified, it should be separated into two com
investments in the project; ponents: the direct amount (the amount that heg

— guarantors whose other sound projects ar@ready been advanced) and the indirect amoul
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(the amount that must be advanced in th&tandby Letters of Credit
future).

Most standby letters of credit (SLCs) are unse-
cured and involve substituting the bank’s credit
standing for that of the bank’s customer on
behalf of a beneficiary. This occurs when the

L it N defined as leaallv bi dbeneﬁciary needs to ensure that the bank’s
oan commitments are detined as 1egally biNdz,,stomer ‘is able to honor its commitment to

ing obligations to extend credit (other than in the . ; : B
form of retail credit cards, check credit, and?ﬁ]lgle;:;e \?v?t%dsthog saeé\r/g;eds_ggotgec?l?;le@d lli%(r)n

rela_lted_plans_) for which afee or other CompenE:redit-analysis purposes, SLCs are to be treated
sation is typically received. Different types of(g<

Loan Commitments

| it i based th : ike loans and represent just one type of exten-
oan commitments vary based upon the natureé @, ot credit relative to the overall exposure
the credit granted. Loan-commitment credit r'Skextended by the bank to the borrower. SLCs can
stems from the possibility that the creditworthi-b ‘

ness of the customer will deteriorate betweeg?_c?slyldaer?d m“tr?ort\\?i/r?arr:(]:?;rl] grLo(l:Jéo S Fiﬂnn;]ng:lll

the time the commitment is made and the fund§LCS essentially guarantee repayment of finan-

are advanced. (See “Contingent Claims fronb- .
A . ial instruments and are commonly used to
Off-Balance-Sheet Activities,” section 4110.1.) “guarantee” payment on behalf of customers,

issuers of commercial paper, or municipalities

(relative to tax-exempt securities). Nonfinancial
Commercial Letters of Credit SLCs are essentially used as bid and perfor-
mance bonds to “guarantee” completion of
fprojects, such as building or road construction,

oods and a seller of goods and are instrumengs. (o guarantee penalty payment in case a
g go ; . ?Jpplier is unable to deliver goods or services
issued by a bank serving as an mtermedlarMnoler a contract

between the two for the resultant payment for

the goods. Commercial letters of credit are

customarily used to facilitate international trade

due to the distances involved, as well as differ-

ences in legal, political, and business practiceBEq)UlRED LOAN WRITE-UPS
Additionally, there may be a lack of familiarity ) o )
between the buyer and seller. As a result, th& full loan write-up (see criteria below) is
bank substitutes its credit in place of the buyer'$equired for all significant or material classified
credit and promises on behalf of its customer t@F specially mentioned assets if (1) management
pay predetermined amounts of money to thélisagrees with the disposition accorded by the
seller against the delivery of documents indicatexaminer, or (2) the institution will be rated
ing shipment of goods and representing title t¢0Mposite 3, 4, or 5. The write-ups will be used
those goods. If the shipping documents are if? support the classifications to management
order, the bank is obligated to pay the sellefnd, in the case of problem banks, to support
through the issuance of a sight or time draft. Th@ny necessary follow-up supervisory actions.
bank is then reimbursed by its customer for the An abbreviated write-up may be appropriate
amount of the shipment plus a fee for conductfor other loans to illustrate a credit-administration
ing the transaction. weakness or to formalize certain decisions, docu-

Given the nature of the bank’s commitment tgnent agreements, and clarify action plans for
pay for the goods on behalf of its customer, &nanagement. For example, bank management
commercial letter of credit is typically irrevo- may have agreed to either collect or charge off a
cable. This means that it cannot be cancelled dpan classified doubtful by the next call report
revoked without the consent of all parties condate or to reverse interest accruals and place the
cerned. As a result, there is added credit risk fdean on nonaccrual status. These agreements
the issuing bank since it cannot cancel itgnay be expressed in the report through a brief
commitment in the event the credit standing ofomment under the classification write-up.
its customer deteriorates, even if the deteriora- The examiner may find it beneficial to list
tion occurs before the shipment of the goods. extensions of credit alphabetically by depart-

Commercial letters of credit involve a buyer o
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ment and/or branch. When more than one Before a write-up is prepared, the examine|
borrower is relevant to a single write-up, theshould recheck central information files or othe!
alphabetization of the prime borrower or thesources in the bank to determine that all of the
parent corporation should determine the credit'sbligor’'s debt, including related debhas been
position in the list. All other parties to the credit,noted and included. The examiner should con
including cosigners, endorsers, and guararsider identifying accrued interest receivable a
tors, should be indicated directly under thespecial mention or classified, especially whel
maker of the notes or embodied within thethe cumulative effect on classified percentages |
write-up. significant or the accrued interest is appropri
Although classifications and items listed forately classified loss.
special mention may be listed alphabetically on Even though the length of a write-up may be
the report page, examiners may elect to formdimited, the information and observations con-
the listing or write-ups in other ways to illustratetained in the write-up must substantiate the
examination findings or conclusions. For exameredit's treatment as a special mention or clas
ple, examiners may wish to group classificationsified credit. To prepare a write-up that brings
into categories of weakness and to use thesmit pertinent and fundamental facts, an exar
listings to support loan-administration com-iner needs to have a thorough understanding
ments without providing a write-up for eachall the factors relative to the extension of credit
classified item. An ineffective presentation of the facts weaken:
Notwithstanding this guidance, examinersa write-up and frequently casts doubt on the
have the flexibility of writing up more than the accuracy of the risk assessment. The examins
criticized assets, including any special mentiomight consider emphasizing deviations from
credits, if deemed necessary. The decision terudent banking practices as well as loan polic
increase the number of write-ups should b@nd procedure deficiencies that are pertinent t
based on factors such as the overall financidhe credit’'s problems. When portions of a bor-
condition of the bank, quality of the loanrower’s indebtedness are assigned to differer
portfolio, or adequacy of loan portfolio risk categories, including portions identified as
administration. “pass,” the examiner's comments should clearly
It is important that a sufficient number of set forth the reason for the split-rating treatment
write-ups with appropriate content be provided® full write-up on items adversely classified or
to support the examiners assessment of thésted as special mention must provide sufficien
bank’s problem loans, leases, and other extefletail to support the examiner's judgment con
sions of credit. The write-ups should also supcerning the rating assigned. To ensure that th
port any comments pertaining to credit-write-ups provide a clear, concise, and logica
administration policies and practices as thegliscussion of material credit weaknesses, th
relate to this component of the bank's loarfollowing minimum categories of information
portfolio. should be presented, preferably in the orde
listed (see SR-99-24):

1. A general description of the obligation.

General Guidelines for Write-Ups « Amount of exposure (both outstanding anc
of Special Mention and Classified contingent or undrawn) as follows:
Extensions of Credit — Summarize total related and contingent
borrowings, including amounts previ-
Extension of credit write-ups may be in a ously charged off and recovered.
narrative or bullet format, similar to the write- — List the borrower's total related liabili-
ups of shared national credits, where appropri- ties outstanding. Amounts making up
ate. When the special mention or classified this total refer to credits in which the
credit consists of numerous extensions of credit borrower may have a related interest
to one borrower, or when multiple borrowers are and is directly or indirectly obligated to
discussed in one write-up, the write-up should repay, such as partnerships and join
be structured to clearly identify the credit facili- ventures. The rule for determining what

ties being discussed. For example, each exten-
sion of credit could be numbered when multiple . The term “related” refers to direct and indirect
credits are involved. obligations.
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is included in related debt (aggregating
debt), which ultimately has to do with
ascertaining compliance with legal
lending limits, is governed by state
law.

— List and identify the obligor’s contin-
gent liabilities to the bank under
examination. Contingent liabilities
include items such as unadvanced por-
tions of a line of credit or extension of
credit (commitments), guarantees or
endorsements, and commercial and
standby letters of credit. Although con-
tingent liabilities to other lenders rep-
resent an important component of the
financial analysis of the obligor, they
should not be listed in the write-up
unless they are particularly relevant to
the situation, or are portions of both
related and contingent liabilities that
represent participations purchased from
and sold to other lenders. The latter
example should be listed even though
the entire relationship may not have
been identified as special mention or
classified. Additionally, only the clas-
sified portion of extensions of credit or
contingent liabilities of the bank under
examination should be listed in the
appropriate column(s) of the classified
asset page.

» The obligor and the obligor’s location and

type of business or occupatiofror the

type of business or occupation of the obli-

gor, indicate whether the business is a

proprietorship, partnership, joint venture,

or corporation. This information can be

used to compare the purpose of the credit
with the source(s) of repayment, and to
compare the credit's structure with the

obligor's repayment ability. The general

identification of occupation, such as pro-

fessional or wage earner, may not be
definitive enough, so it may be necessary
to indicate that, for example, the extension
of credit is to a medical doctor.

Types of businesses may be clearly indi-
cated in the borrower’s business name and
may not require additional comment. For
example, Apex Supermarket and Ajax
Sporting Goods Store imply a retail super-
market and a retail sporting goods store.
However, examiners should not be misled
in their analysis of the credit; likewise, the
write-up reviewer should not be misled by

assuming that a borrower is necessarily in
the same line of business indicated by the
borrower’s business name. In the preced-
ing example, if the borrower is primarily a
wholesale grocery or sporting goods sup-
plier, or if it radically deviates from the
type of business indicated in its business
name, the situation should be clarified. It is
important to state the borrower’s position
in the marketing process—manufacturer,
wholesaler, or retailer—and to indicate the
types of goods or services.

Description and value of collateralThe
type of lien, collateral description and its
condition and marketability, as well as the
collateral’s current value, date of valua-
tion, and basis for the valuation, should be
included. If values are estimated, the
write-up should indicate the source of the
valuation, such as the obligor's recent
financial statement, an independent
appraisal, or an internal management report.
If valuations are not available, a statement
to that effect should be included. A bank’s
failure to obtain collateral valuations, when
available, is cause for criticism. Also
include any other pertinent information
that might impede or facilitate the possible
sale of the collateral to repay the extension
of credit.

When problem borrowers are involved,
the sale of the collateral often becomes the
sole or primary source of repayment. As a
result, the valuation of the collateral
becomes especially important when
describing the credit, as described in the
specific examples below.

If real estate is pledged to secure the
credit, the write-up should provide a
description of the property, the lien status,
the amount of any prior lien, and the
appraised value. If multiple parcels are
securing the credit, appraised values should
be listed for each parcel, including the date
of the appraisal and the basis for the value.
When bank staff or examiners’ challenges
to appraisal assumptions are supported, the
resulting adjustment in value for credit-
analysis purposes should be indicated. If
the property held as collateral has tenants,
its cash flow should be noted and the
financial strength of the major lessees com-
mented upon, if appropriate.

If the collateral represents shares of or
an interest in a closely held company, the

May 2000
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shares or ownership interest held should be
indicated in relation to the total shares
outstanding, and the financial condition of
the closely held company should be sum-
marized in the write-up. Additionally, the
approximate value of the closely held com-
pany, as indicated by its financial state-
ments, should be compared for consistency
with the value of the company as indicated
on the principal’'s or partner's personal
financial statement. The values often do
not correlate to the extent they should,
which typically indicates overvaluation of
the asset on the balance sheet of the entity
owning the shares or ownership interest.

If a blanket lien on assets, such as
receivables, inventory, or equipment, is
pledged as collateral, the current estimated
value of each asset type should be shown
separately. The basis for these values can
come from various sources, which should
be indicated:

— If receivables are pledged as collateral
for an asset-based extension of credit, a
current aging report and an assessment
of the appropriateness of the advance
ratio is usually necessary to determine
their collectibility and value.

If inventory is pledged as collateral for 2,
an asset-based extension of credit, an
assessment of the appropriateness of
the advance ratio is necessary. Addi-
tionally, the value varies with the con-
dition and marketability of the inventory.

If listed securities or commodities are
pledged as collateral, the market value
and date of valuation should be noted.
Notation if borrower is an insider or a
related interest of an insider.

Guarantors and a brief description of their
ability to act as a source of repaymett.

the financial strength of guarantors has
changed significantly since the initial guar-
antee of the credit facility, this should be
noted. The relationship of the guarantors to
the borrower should be identified, includ-
ing a brief description of the guarantors’
ability (financial strength) to serve as a
source of repayment independent of the
borrower. Any collateral supporting the

e Amounts previously classified.

* Repayment terms and historical perfor-
mance, including prior charge-offs, and
current delinquency status (with notation if
the credit is currently on nonaccrual sta-
tus). Any changes to the original repay-
ment terms, whether initiated by bank
management or the obligor, should be
detailed with an appropriate analysis of the
changes included in the write-up. Renew-
als, extensions, and rewritten notes tha
deviate from the stated purpose and repay
ment expectations, as approved by manage
ment, should be discussed in light of their
effect on the quality of the credit. Restruc-
turings should be discussed in terms o
their reasonable objectives, focusing on the
prospects for full repayment in accordance
with the modified terms.

It may be prudent to state the purpose o
the credit. The purpose can be compare
with the intended source of repayment for
appropriateness. For example, a working
capital extension of credit generally should
not depend on the sale of real estate fo
repayment. Additionally, the obligor’s prior
business experience should correlate to th
credit’s purpose.

A summary listing of weaknesses resulting i
classification or special mention treatment.
A reference to any identified deficiencies ir
the item that will support loan-administration
or violation comments elsewhere in the report
This information may consist of deficien-
cies in credit and collateral documentatior
or violations of law that have a material
impact on credit quality. Loan-portfolio-
administration performance includes, but is
not limited to—

e changes in asset quality since the las
examination;

» the appropriateness of loan-underwriting
standards;

 the adequacy of—

— loan documentation;
— management information systems;
— internal control systems; and
— loan-loss reserves;
« the accuracy of internal loan-rating systems

guarantees should also be stated. See the  the ability and experience of lending offi-

previous subsection, “Role of Guaran-
tees,” and SR-91-24 for further guidance
on considering guarantees for credit-
analysis purposes.

cers, as well as other personnel managin
the lending function; and

» changes in lending policies or procedures
since the last examination.
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4. If management disagrees with the cIassificaOptional Information for Write-ups
tion, a statement to that effect along with

matlnzgemelntts dragotnalfdnfor{rﬁatlon CtOL”d At the examiner’s discretion, other information
Include selected data from the most recent, . he jncluded in loan write-ups. For example
flsca! and interim financial statements .(d.'s'the examiner may want to include current finan-
cussion of items such as leverage, liquiditye;,| information on the borrower, cosigners, and

f[ahnd Ca.‘,[Sh ﬂOW)I V\t/her; tl}ﬁ p[)lmary re:':lsfc?n foluarantors. The additional information may con-
1€ writé-up refates to the€ DOMOWer's Iinan-gj; of giscussions regarding current balance
cial condition or operating performance. Cos

: OSEheets and operating statements. If discussed,
of goods sold, nonrecurring expenses, d.'V'fhe examiner should indicate whether the finan-
dends, or other items indicating deteriorationjs| siatements have been audited, reviewed
in the credit quality may also be hlghllghted.comp”ed, or prepared by the borrbwer, and
Any stated value of the borrower's encum~, pether they are fiscal or interim statements. If

(tj)e[)ed asse_ts ShOU:]d be set off a%albnslt SPECIliGe statements are audited, the examiner should
ebt to arrive at the unprotected balance, i jicate  the type of opinion expressed—

%ppligable. In %dditié)n, the ext?miner slhc()jul qualified, qualified, disclaimer, or adverse—
identify encumbered assets that are pledgeg,q \yhether the auditor is a certified public

elsewh(_are. . ccountant. If the opinion is qualified, note the
5. A concise description of any manageme eason(s) given by the auditor.

action taken or planned to address the weak- . .
P When the examiner includes comments

ness in the assefThe action plan should . o . .
focus on a concise description of manager_egardlng the borrower’s financial condition, the
comments should always highlight credit weak-

ment’s workout or action plan to improve the ; that s the risk
credit’s collectibility or to liquidate the debt. NESSES In a manner that Supports the risk assess-
It is important that sufficient detail is

Review of the bank’s documented workout™ent: Impo
plan should give an examiner a clear idea Oprovnded to identify unfavorable factors. A trend

past efforts to improve the prospect of CO|_analysis or details of balance-sheet, income-
lectibility and management's current effortsstatement, or cash-flow items can be included.

and future strategy. The plan should clearl);rhe éxaminer may also |_n_clude comments whgn
state the bank's goals and correspondin pecial mention or classified credits may exhibit

timetable as they appear at that point, includ" vorable as well as unfavorable financial char-

ing items such as the degree of repaymegd,eris“cs' Bpth types of pertinent factors may
envisioned and the proceeds anticipated frof€ included in the write-up as long as they are
the sale of the collateral. Based on thi§3|aced 'r.‘,th‘? proper perspective to demonstrate
information, the examiner should succinctlyte credit’s inherent weaknesses.
summarize in the write-up the bank’s collec-
tion efforts to date and its ongoing plans to

address the situation.
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Allowance for Loan and Lease Losses _
Effective date November 1999 Section 2070.1

INTRODUCTION bank A should record a “provision for loan
and lease losses” for $250,000, debiting this
The allowance for loan and lease losses (ALLL)expense and crediting the ALLL for this amount.
often referred to as the loan-loss reserve by thdssume further that during the first quarter of
banking industry, is presented on the balancgear 2, bank A identifies $750,000 in uncollect-
sheet as a contra asset account that reduces thte loans. It must charge off this amount agains
amount of the loan portfolio reported on thethe ALLL by debiting the ALLL and crediting
balance sheet. The purpose of the ALLL is tdhe individual loans for $750,000. Also assume
absorb estimated credit losses within a bank’that in the same first quarter of year 2, bank A
portfolio of loans and leases, including all bind-receives $100,000 in cash recoveries on prev
ing commitments to lend. Estimated credit lossegusly charged off loans. These recoveries mu:
are anticipated losses that are reasonably expecteel credited to the ALLL in that quarter. Thus,
to occur but whose amounts or obligors canndh the first quarter of year 2, bank A's ALLL,
be specifically identified. which began the year at $1.5 million, will have
All insured depository institutions, except for been reduced to $850,000 ($1,500,6@r50,000
federally insured branches and agencies of for $100,000 = $850,000). However, managemer
eign banks, must maintain an allowance that igwust also perform its quarterly analysis of the
sufficient to absorb all estimated credit lossegdequacy of the ALLL. Assuming this analysis
contained in the bank’s loan and lease portfoligndicates that an ALLL of $1.2 million is
To ensure that its allowance is maintained at apecessary to absorb estimated credit losses tt
adequate level, a bank must determine theannot be currently identified, then bank A mus
amount of its estimated credit losses at leagnake a provision for loan and lease losses ¢
quarterly or more frequently, if warranted, by$350,000 to bring its ALLL up to the required
evaluating the collectibility of its loan and leaseamount by the end of the first quarter of
portfolio, including any accrued and unpaidyear 2.
interest. If the amount of the ALLL is inade- While the overall responsibility for maintain-
quate to absorb the level of estimated creding the ALLL at an adequate level rests with the
losses, the bank must make a provision for loahank’s senior management and board of direc
and lease losses. This provision appears as &rs, the adequacy of the ALLL and manage:
expense item on the bank’s income statemement’'s analysis of it are subject to examinel
and decreases the net income for that periodeview. The examiner should make every effor
The ALLL must always have a credit balanceto fully understand a bank’s methods for deter:
and may not be increased by transfers frommining the adequacy of its ALLL and should
undivided profits or any segregation thereoftake these methods into account when making
Once a loan or lease loss becomes identifiabléipal determination of the adequacy of the ALLL
that is, when available information confirms thafor examination purposes. It is appropriate for
a specific loan or lease, or portions thereof, ithe examiner to confer with bank managemen
uncollectible, it is to be promptly charged off and any outside accountant or auditor that hz
against the ALLL. Under no circumstances caadvised management on its ALLL review poli-
loan or lease losses be charged directly toies or practices.
undivided profits and capital reserves. Any After completing the examination review of
recoveries on loans or leases previously chargede ALLL, the examiner-in-charge may con-
off must be credited back to the ALLL. clude that the allowance for loan and least
To illustrate these concepts, assume thdbsses is less than adequate. The examiner-i
bank A has a loan and lease portfolio totalingcharge, in rare cases, may also conclude thi
$100 million at the end of year 1 and an ALLL management has significantly overprovided fo
of $1.25 million; thus, its net carrying amountthe ALLL, thus misstating the bank’s financial
for the loan portfolio on the balance sheet ixondition and results of operations. If there is ¢
$98.75 million. Based on its most recent analysignificant error in either direction, the examiner
sis, bank A has determined that an ALLL ofshould discuss these findings with bank manage
$1.5 million is necessary to cover its estimatednent, include appropriate comments in the ex
credit losses as of the end of the fourth quarteamination report, and, if the ALLL is inadequate,
Therefore, in the fourth quarter of year 1,directthe bank to restore it to an adequate leve
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2070.1 Allowance for Loan and Lease Losses

OVERVIEW OF THE ment's ALLL methodology by comparing the
INTERAGENCY POLICY reported ALLL (after deducting all identified
STATEMENT losses) against the sum of 50 percent of the

loans the examiner has classified as doubtful,

. Iplus 15 percent of the loans the examiner has

The primary document that governs the deteigjaqgified as substandard, plus an additional

mination of the adequacy of the ALLL is the 54t for unclassified assets. The final amount

Interagency Policy Statement on the Allowanc f this calculation should not be considered a
for Loan and Lease Losses issued December Zam

¢ ) ncluded at th or or a safe-harbor level for a bank’s ALLL.
1993.' This _pollcy Sta?teme?“t' Include atthe en ather, the examiner should use this amount as
of this section, provides institutions and exam

. X . .a general guide, taking into account the bank’s
iners with guidance on the management poliy, qiyiqual circumstances. Examiners should also
cies, internal systems, and approaches for esfly o cise considerable judgment when evaluating
mating adequate loan-loss reserves. The examingl, ogtimated reserves attributed to the unclas-
is responsible for ascertaining that the bankitie 1oan portfolio, keeping in mind the overall
under examination is in compliance with they,,nagement of the loan portfolio, the bank’s
interagency policy statement. _historical losses on nonclassified loans (if avail-
The policy imposes certain responsibilities orgple), concentrations of credit, the strength of

examiners to determine (1) the effectiveness ahe local economy, or any other issue deemed
each bank’s internal credit-review proceduresgppropriate.

(2) the adequacy of its ALLL evaluation tech-
niques, and (3) ultimately, whether its ALLL
is sufficient both in terms of the accounting e . L

principles used and in the broader context ove”f'cat'on During Examinations of

the safety and soundness of the institution. IPtate Member Banks

applying the terms of the interagency policy

statement during individual bank examinationsThe examiner’s responsibility to determine the
the examiner must take into account the varisadequacy of a bank’s ALLL is one of the most
tions in size, character, and complexity ofimportant functions of any examination. The
operation and the different levels of manageexaminer must not only verify that the balance
ment sophistication among state member bankef the ALLL as of the examination date is
The principles of the policy statement shouldadequate to absorb estimated credit losses that
always be applied consistently with these facmay become specifically identifiable in the
tors. Consequently, the ways that individuafuture, he or she must also ascertain that the
banks comply with the policy statement will ALLL and related information have been cor-
vary greatly from institution to institution. As rectly reported in the bank’s call report and that
a general rule, examiners can expect smallenanagement is in compliance with the inter-
institutions with less diverse operations offeringagency policy statement and has adequate sys-
traditional lending products to have much simtems in place to ensure continued compliance.

pler and more abbreviated lending policies and To carry out this responsibility, the examiner
less sophisticated loan review processes thag|| consider all relevant information (1) devel-
larger and more complex banks. Thus, whe@ped during current and prior examinations,
determining compliance with the policy state-particularly the results of the examiner's loan
ment, the examiner should pay particular atterreview and the level, trend, and type of assets
tion and give special weight to management'g|assified during the examination; (2) presented
record of success in properly managing theh the Uniform Bank Performance Reports, such
credit function and in identifying problem assetss trends and peer data; (3) gleaned from
promptly. correspondence files and other sources; and
Finally, in an attempt to bring consistency to(4) developed by the bank as part of its internal
the subjective process of judging credit riskcredit-review process, internal management
potential future loan losses, and the adequacy afformation systems, and formal analysis of the
the ALLL, the policy statement established aadequacy of its ALLL. Other information to be
uniform standard for judging whether the levelconsidered by the examiner may include—
of a bank’s ALLL is reasonable. The examiner
should check the reasonableness of manage-the current level and trend of delinquencies;

November 1999 Commercial Bank Examination Manual
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listings of aged past-due loans, loans on whicthe gain or loss from the sale or disposition shal
interest is not being collected in accordancde treated as other noninterest income or e»
with the terms of the loans, and loans whos@ense in accordance with the call report instruc
terms have been modified by reducing otions. When a loan is charged off, all applicable
deferring the interest or principal payments; accrued interest should be recognized as los
excessive loan renewals and extensions; Interest that has been accrued year-to-date shot
the practice of habitual or excessive grantindge charged against current income, and intere
of exceptions to the bank’s established underaccrued in the prior calendar year should b
writing standards; charged to the ALLL. For discounted loans, the
the results of discussions with bank officerainearned portion of the loan balance should b
and employees and the examiner’'s assessmafitarged against the unearned discount accour
of their level of competence;

» general or local economic conditions that

might have a bearing on the collectibility of NTERAGENCY POLICY
loans, such as pronounced business rece§TATEMENT DATED
sions, the closing of an important plant,

weather or market factors affecting agricul-DECENIBER 21,1993
ture, widespread labor strikes, or internation

trade barriers: or aNature and Purpose of the ALLL
all available outside information of compa-
rable nature on banks of similar loan-portfolio
size, composition, and quality.

Federally insured depository institutions (“insti-
tutions”) must maintain an ALLL at a level that
is adequate to absorb estimated credit losse

The examiner should remember that loan anassoc@ated Wi.th _the loan _and lease portfolio
lease losses, whether actual or estimated, md}Fuding all binding commitments to leridlo

vary greatly even among banks with loan port! e extent not provided for in a separate I_|ab|I|ty
folios of similar size, composition, and quality. agcout?t, th_e ALIaL shgylcli also be 5““!°'eg‘ to_.
Accordingly, information from peer-group banks2SOrb estimated credit fosses associated wi
should be used only as general guidance a -balance-sheet credit instruments such a

never as the sole determinant of the adequacy Sfandby letters of credit.
the ALLL. For purposes of this policy statement, the

The examiner will also ascertain that aIIterm estimated credit losses” means an esti

identifiable losses have been charged off in g'at€ of the current amount of the loan and leas
timely manner, meaning immediately after ortfolio (net of unearned income) that is not
loan has been identified as a loss. For secur |(I§ely_to be COHeCted;.that is, net charge-offs tha
loans, it may not be possible to precisely iden2'® Ilkel_y to be reallzed_for a loan or pool of
tify the loss until the collateral is liquidated. loans given facts and circumsiances as of th
However, an attempt to estimate the loss shou valuation date. Th_esg estimated credit loss
be made based on available information abo Olfld meet yhe criteria for accrual of a loss
the value of the collateral. If the collateral is soldcontingency (i-e., a provision to the ALLL) set
shortly after it was received in a foreclosure 0|fc.’rth in generally accepted_ accounting prin-
repossession, the bank shall substitute the val§/€S (GAAP). When available information
received at the sale for the fair value estimateﬁomt"'mS specific loans and leases, or portion

at the time of foreclosure or repossession and

adJUSt the loss Charged against the ALLL. If an 1. In the case of binding commitments to lend and off-

asset received in a foreclosure or repossessiongsiance-sheet credit instruments, such losses represent |
held for longer than a short period of time, anyamount of loans and leases that will likely not be collected
additional losses in value and any gain or los&iven facts and circumstances as of the evaluation date) an
; i us, will be charged off. For purposes of this policy state-
from the sale or dlSpOSItIOﬂ of the asset are ndrrgent, the loan and lease portfolio, binding commitments tc
to be reported as a loan orllease loss Or réCOVEI¥nd, and off-balance-sheet credit commitments are referred
and they shall not be debited or credited to thas “loans,” “loans and leases,” the “loan and lease portfolio,”
ALLL. Examiners will need to use their judg- or the *portfolio.” ]
ment when evaluating whether the gain or loss 2. Recourse liability accounts (that arise from recourse
2 obligations for any transfers of loans that are reported as sals
from the sale of the asset occurred within a Shokb; Tegulatory reporting purposes) should be reported a

period of time. Additional declines in value andiiabilities that are separate and distinct from the ALLL.
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thereof, to be uncollectible, these amounts shoukthe Reports of Condition and Income (call
be promptly charged off against the ALLL. report) and the Thrift Financial Report (TFR),
Estimates of credit losses should reflect conan adequate ALLL should be no less than the
sideration of all significant factors that affect thesum of the following itemsgiven facts and
collectibility of the portfolio as of the evaluation circumstances as of the evaluation ddgdter
date. For individually analyzed loans, thesaleduction of all portions of the portfolio classi-
estimates should reflect consideration of théed loss):
facts and circumstances that affect the repay-
ment of such loans as of the evaluation date. For for loans and leases classified substandard or
pools of loans, estimated credit losses should doubtful, whether analyzed and provided for
reflect consideration of the institution’s histori- individually or as part of pools, all estimated
cal net charge-off rate on pools of similar loans, credit losses over the remaining effective lives
adjusted for changes in trends, conditions, and of these loans
other relevant factors that affect repayment of for components of the loan and lease portfolio
the loans in these pools as of the evaluation date.that are not classified, all estimated credit
Methodologies for the determination of the his- losses over the upcoming 12 months
torical net charge-off rate on a pool of loans can amounts for estimated losses from transfer
range from a simple average of an institution’s risk on international loans
net charge-off experience over a relevant period
of years—coupled with appropriate adjustments Furthermore, when determining the appropri-
as noted above for factors that affectate level for the ALLL, management’s analysis
repayment—to more complex techniques, suckhould be conservative so that the overall ALLL
as migration analysis. appropriately reflects a margin for the impreci-
As discussed more fully below, for analyticalsion inherent in most estimates of expected
purposes, an institution may attribute portions o€redit losses. This additional margin for impre-
the ALLL to individual loans or groups of loans. cision might be incorporated into the ALLL
However, the ALLL is available to absorb all through the amounts attributed for analytical
credit losses that arise from the loan and leageurposes to individual loans or groups of loans
portfolio and is not to be segregated for, orr in a portion of the ALLL that is not attributed
allocated to, any particular loan or group ofto specific components of the loan portfotio.
loans.

smaller-balance homogeneous loans that are collectively evalu-
ated for impairment).
o In contrast, this policy statement provides guidance on
Resp0n5|b|||ty of the Board of assessing theverall adequacyf the ALLL. At a later date,
P the federal bank and thrift regulatory agencies may issue
Directors and Management further guidance on the application of FASB Statement
No. 114 in the ALLL evaluation process.
Adequate ALLL Level 4. In certain circumstances, subject to examiner review, a
net charge-off horizon of less than one year from the balance-

It is the responsibility of the board of directorsSheet date may be employed for components of the portfolio
-that have not been classified. For institutions with conserva-

and management of each institution to maintaige charge-off policies, a charge-off horizon of less than one
the ALLL at an adequate levélFor purposes of year might be appropriate for pools of loans that are neither
classified nor subject to greater than normal credit risk and

- that have well-documented and highly predictable cash flows

3. When Financial Accounting Standards Board (FASB)and loss rates, such as pools of certain smaller consumer
Statement No. 114, “Accounting by Creditors for Impairmentinstallment or credit card loans. On the other hand, a net
of a Loan,” becomes effective, an “allowance for losses” charge-off horizon of more than one year for loans that have
must be calculated on a present-value basis when a loan ®t been classified might be appropriate until an institution’s
impaired. FASB Statement No. 114 states that it “doe$ loan review function and credit-grading system results in
address how a creditor should assessowerall adequacyf — accurate and timely assessments of the portfolio. In such
the allowance for credit losses” (emphasis added), and that, isituations, an institution should expeditiously correct deficien-
addition to the allowance for credit losses calculated undeties in its loan review function and credit-grading system.
FASB Statement No. 114, a creditor should continue to 5. As discussed later in this policy statement, institutions
recognize an ALLL necessary to comply with FASB State-are encouraged to segment their loan and lease portfolios into
ment No. 5, “Accounting for Contingencies.” Furthermore, as many components as practical when analyzing the ad-
the guidance in FASB Statement No. 114 only applies to @quacy of the ALLL. Therefore, institutions are encouraged to
subset of the loan and lease portfolio as the term is used in thisflect the margin for imprecision in amounts attributable for
policy statement (e.g., the FASB standard doesapply to  analytical purposes to these components of the portfolio, to
leases, binding commitments to lend, and large groups dhe extent possible.
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The adequacy of the ALLL should be evalu-Analysis of the Loan and Lease Portfolio
ated as of the end of each quarter, or more
frequently if warranted, and appropriate proviin determining the appropriate level of the
sions made to maintain the ALLL at an adequat@LLL, the institution should rely primarily on
level as of each call report or Thrift Financialan analysis of the various components of it:
Report date. This evaluation will be subject toportfolio, including all significant credits on an
review by examiners. individual basis. When analyzing the adequac
of the ALLL, institutions should segment their
loan and lease portfolios into as many compo
Related Responsibilities nents as practical. Each component would not
mally have similar characteristics, such as risl
In carrying out their responsibility for maintain- classification, past-due status, type of loan, indus
ing an adequate ALLL, the board of directorstry, or collateral. A depository institution may,
and management are expected to— for example, analyze the following components
of its portfolio and provide for them in the

» ensure that the institution has an effective Ioar’?‘LLL:

review system and controls (which include an, all significant credits on an individual basis
effective credit-grading system) that identify, that are classified doubtful (or the institution’s
monitor, and address asset-quality problems in

f _ equivalent)
ﬁcea(t:ﬁgrfg;ﬁﬂ%::f:%é?;@?:vrv (;rostl;?negﬁdc- all other significant credits reviewed individu-
con‘trols must be responsive to )éhan es in ally (If no allocation can be determined for
internal and external farzztors affecting thglevel such credits on an individual basis, they shoul
of credit risk in the portfolio.); be provided for as part of an appropriate poo

below.)
» ensure the prompt charge-off of loans, or, .
portions of loans, that available information all other loans and leases that are not include

confirms to be uncollectible: and by examiners or by the institution’s credit-

. s _grading system in the population of loans
ﬁ:;ﬁili]rge ?ﬁtgzgéﬂzttguﬁf\?ef ?g?iﬁzs';?idl_eir reviewed individually, but are delinquent or
based on a comprehensive, adequately docu-2"€ classified or de5|gnateq spe(:lal-men_tlo
menied, and consistenty appled analyss of (>0; Po0k of sTaler deinduent, speci
the institution’s loan and lease portfolio that . . e .

. > e trial loans; real estate loans; consumer loans
considers all significant factors that affect the and lease-financing receivables)
collectibility of the portfolio and supports | 9

- - .« homogeneous loans that have not been re
tpﬁﬁcreasnsge of credit losses estimated by this viewed individually or are not delinquent,

classified, or designated as special-mentio
(e.g., pools of direct consumer loans, indirec
As discussed more fully in attachment 1, it is consumer loans, credit card loans, home equit
essential that institutions maintain effective loan lines of credit, and residential real estate
review systems, although smaller institutions mortgages)
would not be expected to maintain separate loan all other loans that have not been considere
review departments. An effective loan review or provided for elsewhere (e.g., pools of
system should work to ensure the accuracy of commercial and industrial loans that have
internal credit-grading systems and, thus, the not been reviewed, classified, or designate
quality of the information used to assess the special-mention; standby letters of credit; anc
adequacy of the ALLL. The complexity and other off-balance-sheet commitments to lend
scope of the institution’s ALLL evaluation
process, loan review system, and other relevant In addition to estimated credit losses, the
controls should be appropriate in view of thelosses that arise from the transfer risk associate
size of the institution and the nature of itswith an institution’s cross-border lending activi-
lending activities, and provide for sufficientties require special consideration. Over ant
flexibility to accommodate changes in theabove any minimum amount that is required by
factors that affect the collectibility of the the Interagency Country Exposure Review Com
portfolio. mittee to be provided in the Allocated Transfer
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Risk Reserve (or charged against the ALLL), the the effect of external factors such as compe-
institution must determine that the ALLL is tition and legal and regulatory requirements
adequate to absorb all estimated losses fromon the level of estimated credit losses in the
transfer risk associated with its cross-border institution’s current portfolio.
lending exposure. (See attachment 2 for factors
to consider.) Institutions are also encouraged to use ratio
analysis as a supplemental check or tool for
evaluating the overall reasonableness of the
Factors to Consider in the Estimation ALLL. Ratio analysis can be useful in identify-
of Credit Losses ing divergent trends (compared with the institu-
tion’s peer group and its own historical prac-
As previously mentioned, estimates of creditices) in the relationship of the ALLL to
losses should reflect consideration of all significlassified and nonclassified loans and leases,
cant factors that affect the collectibility of theto past-due and nonaccrual loans and leases, to
portfolio as of the evaluation date. While his-total loans and binding commitments, and to
torical loss experience provides a reasonableistorical gross and net charge-offs. However,
starting point for the institution’s analysis, his-while such comparisons can be helpful as a
torical losses, or even recent trends in losses aseipplemental check of the reasonableness of
not, by themselves, a sufficient basis to detemanagement’s assumptions and analyses, they
mine the appropriate level for the ALLL. Man- are not, by themselves, a sufficient basis for
agement should also consider any factors thatetermining the adequacy of the ALLL. In
are likely to cause estimated credit losses assparticular, such comparisons do not obviate the
ciated with the institution’s current portfolio to need for a comprehensive analysis of the loan
differ from historical loss experience, including,and lease portfolio and the factors affecting its
but not limited to— collectibility.

e changes in lending policies and procedure
including underwriting standards and collec

tion, charge-off, and recovery practices; Examiners will assess the asset quality of an
: gﬁzinr?eesss'ncr(‘)"ﬁl;gigndalﬁgal di(i/oer:gi)nrﬁeﬁ? Smstitution’s loan and lease portfolio and the
. ; " . adequacy of the ALLL. In the review and
including the condition of various market classification of the loan and lease portfolio,

Examiner Responsibilities

. iﬁgnmeenstgin the nature and volume of th examiners should consider all significant factors
pOI’th?ﬁO' §hat affect the collectibility of the portfolio,

hncluding the value of any collateral. In review-

* changes in the experience, ability, and deptmg the adequacy of the ALLL, examiners will—

of lending management and staff;
* changes in the trend of the volume and se;
verity of past-due and classified loans, and
trends in the volume of nonaccrual loans,
troubled-debt restructurings, and other loan
modifications;
e changes in the quality of the institution’s loan
review system and the degree of oversight by
the institution’s board of directors; I o )

. . 7. The review of an institution’s loan review system
the eX|s_tence and effect _Of any Concentrat|0n§1cluding credit-grading) by an examiner will usually include
of credit and changes in the level of suchests involving a sample of the institution’s loans. If differ-
concentrations; and ences noted between examiner credit grades and those of the

institution’s loan review system indicate problems with the
loan review system, especially where the credit grades as-
signed by the institution are more liberal than those assigned
_— by the examiner, the institution would be expected to make
6. Credit-loss and recovery experience may vary signifiappropriate adjustments to the assignment of its credit grades
cantly depending upon the business cycle. For example, &n the loan and lease portfolio and to its estimate of the ALLL.
overreliance on recent credit-loss experience during a peridgurthermore, the institution would be expected to improve its
of economic growth will not result in realistic estimates of loan review system. (Attachment 1 discusses effective loan
credit losses during a period of economic downturn. review systems.)

consider the quality of the institution’s loan
review system and management in identify-
ing, monitoring, and addressing asset-quality
problems (This will include a review of the
institution’s credit-grading system and loan
review function)?

November 1999 Commercial Bank Examination Manual
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Allowance for Loan and Lease Losses 2070..

» evaluate the ALLL process evaluation thatweight of reliable evidence and that all relevan
management has followed to arrive at arffactors have been appropriately considered.
overall estimate of the ALLL, and the related In assessing the adequacy of the ALLL, it is
assumptions made by management, in order fmportant to recognize that the related proces:
ensure that the institution’s historical lossmethodology, and underlying assumption:
experience and all significant factors thatrequire a substantial degree of judgment. Eve
affect the collectibility of the portfolio (includ- when an institution maintains sound loan admin
ing changes in the quality of the institution’sistration and collection procedures and effective
loan review function and other factors pre-internal systems and controls, the estimatiol
viously discussed) have been appropriatelpf credit losses will not be precise due to the
considered; wide range of factors that must be considerec

* review the overall level of the ALLL and the Further, the ability to estimate credit losses or
range of credit losses estimated by managespecific loans and categories of loans improve
ment for reasonableness in view of the factorsver time as substantive information accumu
discussed in the prior sections of this policylates regarding the factors affecting repaymer
statement; prospects. Therefore, examiners will generally

 perform a quantitative analysis (e.g., using thaccept management’s estimates in their asses
types of ratio analysis previously discussedinent of the adequacy of the ALLL when man-
as a check of the reasonableness of the ALLLagement has (1) maintained effective systen
and and controls for identifying, monitoring, and

» review the adequacy of the documentatioraddressing asset-quality problems in a timel
that has been maintained by management tmanner; (2) analyzed all significant factors tha
support the adequacy of the ALLL. affect the collectibility of the portfolio in a

) o o reasonable manner; and (3) established &
After analyzing an institution’s policies, prac- gcceptable ALLL evaluation process that meet
tices, and historical credit-loss experience, thghe objectives for an adequate ALLL.
examiner should further check the reasonable- After the Comp|eti0n of all aspects of the
ness of management’s ALLL methodology bYALLL review described in this section, if the
comparing the reported ALLL (after the deduc-examiner does not concur that the reporte:
tion of all loans, or portions thereof, classified asL L level is adequate or if the ALLL evalu-
loss) against the sum of the following amountsation process is deficient or based on the resul
of an unreliable loan review system, recommen

* 50 percent of the portfolio that is CIass‘iﬁQddations for correcting these problems, including

doubtful . X X

. . ...__.any examiner concerns regarding an appropria

. 15bpercgntdof the portfolio that is classmedlevé' of the ALLL, should bge note%l in th%prep?ort
substandar

. . of examination.
« for the portions of the portfolio that have not

been classified (including those loans desig-
nated speual-mennon), estimated credit lossesg. The weights of 50 percent and 15 percent for doubtful

over the upcoming 12 months g_iven facts andpg substandard loans, respectively, are estimates of tt
circumstances as of the evaluation date (basediustry’s average-loss experience over time on similarly
on the institution’s average annual rate of netlassified credits. Because they represent the average-indus

charge-offs experienced over the previous twsxperience, these weights do not take into account idiosyr

L . cratic factors that may be important for estimating expectec

or three years on similar loans, adjusted fofreit losses for a particular institution, such as the compos
current conditions and trends) tion of its portfolio; the quality of underwriting, collection,

and loan review systems; and current economic condition

This amount is neither a floor nor a safe-harboand trendsNor do these weights incorporate any additional

level for an institution’s ALLL. However, margin to reflect the imprecision inherent in estimates of

. . X . ! _expected credit lossesDue to such institution-specific
examiners will view a shortfall relative to this factors, including an institution’s historical loss experience

amount as indicating a need to more closelydjusted for current conditions and trends, in many cases
review management’s analysis to determinéLLL exceeding the sum of (a), (b), and (c) above might still

o inadequate, while in other cases, the weight of evidenc
whether it is reasonable and supported by th%ghtindicate that an ALLL less than this amount is adequate

- In all circumstances, for purposes of the call report or Thrift

8. In cases where the institution has an insufficient basis fdfinancial Report, the reported ALLL should meet the standar
determining this amount, the examiner may use the industryfor an adequate ALLL set forth in the subsection “Responsi-
average net charge-off rate for nonclassified loans and leaséslity of the Board of Directors and Management.”
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2070.1 Allowance for Loan and Lease Losses

ALLL Level Reflected in Regulatory  tion procedures and to monitor compliance
Reports with relevant laws and regulations

* to evaluate the activities of lending personnel
The agencies believe that an ALLL established {0 provide senior management and the board
in accordance with this policy statement will fall Of directors with an objective and timely
within the range of acceptable estimates devel- assessment of the overall quality of the loan
oped in accordance with GAAP. When an insti- Portfolio _
tution’s reported ALLL does not meet the*® t0 provide management with accurate and
objectives for an adequate ALLL, the institution timely information related to credit quality
will be required to increase its provision for that can be used for financial and regulatory
loan- and lease-losses expense sufficiently to€POrting purposes
restore the level of the ALLL reported on its call
report or TFR to an adequate level as of the ) )
evaluation date. Credit-Grading Systems

The foundation for any loan review system is
. accurate and timely credit grading, which in-

Attachment 1 to Policy Statement— yojyes an assessment of credit quality and leads
Loan Review Systems to the identification of problem loans. An effec-

tive credit-grading system provides important
The nature of loan review systems may vaninformation on the collectibility of the portfolio
based on an institution’s size, complexity, andor use in the determination of an adequate level
management practices. For example, a loafor the ALLL.
review system may include components of a Regardless of the particular type of loan
traditional loan review function that is indepen-review system employed, an effective credit-
dent of the lending function, or it may placegrading framework generally places primary
some reliance on loan officers. In addition, theeliance on loan officers to identify emerging
use of the term “loan review system” can referjoan problems. However, given the importance
to various responsibilities assigned to credibnd subjective nature of credit grading, a loan
administration, loan administration, problem-officer’s judgment regarding the assignment of a
loan workout, or other areas of an institution particular credit grade to a loan may be subject
These responsibilities may range from administo review by (1) peers, superiors, or loan com-
tering the internal problem-loan reporting pro-mittee(s); (2) an independent, qualified part-
cess to maintaining the integrity of the credittime or full-time person(s); (3) an internal
grading process (e.g., ensuring that changes adepartment staffed with credit review special-
made in credit grades as needed) and coordinasts; or (4) outside credit review consultants.
ing the information necessary to assess tha credit-grading review that is independent of
adequacy of the allowance for loan and leasghe lending function is the preferred approach
losses (ALLL). Regardless of the structure obecause it typically provides a more conserva-
the loan review system in an institution, at aive and realistic assessment of credit quality.
minimum, an effective loan review system shoulBecause accurate and timely credit grading is a
have the following objectives: critical component of an effective loan review

system, each institution should ensure that

* to promptly identify loans having potential its loan review system includes the following
credit weaknesses and appropriately classifyttributes:

loans with well-defined credit weaknesses that

jeopardize repayment so that timely action cam a formal credit-grading system that can be
be taken and credit losses can be minimized reconciled with the framework used by the
to project relevant trends that affect the col- federal regulatory agencigs

lectibility of the portfolio and isolate potential

problem areas [

to provide essential information to determine 10. An institution may have a credit-grading system that
the adequacy of the ALLL differs from the credit-grading framework used by the federal

banking agencies. However, each institution that maintains a
to assess the adequaCy of and adherence cr@dit—grading system that differs from the agencies’ frame-

internal credit policies and loan administra-work should maintain documentation that translates its credit-
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Allowance for Loan and Lease Losses 2070..

an identification or grouping of loans thatQualifications of loan review personnePer-
warrant the special attention of managemensons involved in the loan review function should
documentation supporting the reason(s) why be qualified based on level of education, expe
particular loan merits special attention rience, and extent of formal credit training and
» a mechanism for direct, periodic, and timelyshould be knowledgeable in both sound lendin
reporting to senior management and the boangractices and the institution’s lending guidelines
of directors on the status of loans identified a$or the types of loans offered by the institution.
meriting special attention and the action(s)n addition, these persons should be knowledge
taken by management able of relevant laws and regulations affecting
appropriate documentation of the institution’dending activities.
credit-loss experience for various components
of its loan and lease portfoltd Independence of loan review personnéin
effective loan review system utilizes both the
An institution should maintain a written initial identification of emerging problem loans
description of its credit-grading system, includ-by loan officers and the credit review of loans by
ing a discussion of the factors used to assigimdividuals independent of the credit-approval
appropriate credit grades to loans. Loan credidecisions. An important element of an effective
grades should reflect the risk of credit losses. system is to place responsibility on loan officers
In addition, the loan review program shouldfor continuous portfolio analysis and prompt
be in writing and reviewed and approved at leastlentification and reporting of problem loans.
annually by the board of directors to evidencéBecause of their frequent contact with borrow-
their support of and commitment to the systemers, loan officers can usually identify potential
problems before they become apparent to ott
ers. However, institutions should be careful tc
Loan Review System Elements avoid overreliance upon loan officers for identi-
fication of problem loans. Institutions should
The following discussion refers to the primaryensure that loans are also reviewed by indi
activities comprising a loan review system thawviduals that do not have control over the loans
were previously addressed, ranging from théhey review and are not part of, or influencec
credit administration function to the indepen-by anyone associated with, the loan approve
dent internal loan review function. An institu- process.
tion’s written policy and documentation for its  While larger institutions typically establish a
loan review system should address the followingeparate department staffed with credit reviev

elements: specialists, cost and volume considerations ma
not justify such a system in smaller institutions.
» qualifications of loan review personnel In many smaller institutions, an independen
* independence of loan review personnel committee of outside directors may fill this role.
» frequency of reviews Whether or not the institution has an indepen
» scope of reviews dent loan review department, the loan review
 depth of reviews function should reportirectly to the board of
* review of findings and follow-up directors or a committee thereof (though senio

workpaper and report distribution, includingmanagement may be responsible for appropriai

distribution of reports to senior managemenadministrative functions so long as they do no

and the board of directors compromise the independence of the loan revie
function).

Frequency of reviewsOptimally, the loan
grading system into the pass/special mention/substandareidview function can be used to provide usefu

doubtful/loss credit-grading framework used by the federa ; ;
regulatory agencies. This documentation should be sufficie ontinual feedback on the effectiveness of th

to enable examiners to reconcile the totals for the variou[_lending process in order to identify any emerg:
credit grades under the institution’s system to the agenciesng problems. For example, the frequency o
categories listed above. review of significant credits could be at least

11. Institutions are encouraged to maintain records of neénnua"y upon renewal. or more frequently
credit-loss experience for credits in each of the following ! !

categories: items not classified or designated as speciaWhen 'intemal or _EXte_mal fact_ors in_diCé}te g
mention, special-mention, substandard, doubtful, and loss. potential for deteriorating credit quality in a

Commercial Bank Examination Manual November 1999
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2070.1 Allowance for Loan and Lease Losses

particular type of loan or pool of loans. A remain unresolved beyond the assigned time-
system of ongoing or periodic portfolio reviewsframes for correction should be promptly
is particularly important to the ALLL determi- reported to senior management and the board of
nation process, which is dependent on the accualirectors.
rate and timely identification of problem loans.

Workpaper and report distributionA list of
Scope of reviewsThe review should cover all loans reviewed, the date of the review, and
loans that are significant. Also, the review typi-documentation (including summary analyses) to
cally includes, in addition to all loans over asubstantiate assigned classifications or designa-
predetermined size, a sample of smaller loansions of loans as special mention should be
past-due, nonaccrual, renewed, and restructur@depared on all loans reviewed. A report that
loans; loans previously classified or designatedummarizes the results of the loan review should
as special-mention by the institution or by itsbe submitted to the board of directors on at least
examiners; insider loans; and concentrations aral quarterly basi& In addition to reporting
other loans affected by common repaymenturrent credit-quality findings, comparative
factors. The percentage of the portfolio selectettends can be presented to the board of directors
for review should provide reasonable assurandéat identify significant changes in the overall
that the results of the review have identified thejuality of the portfolio. Findings should also
major problems in the portfolio and reflect itsaddress the adequacy of and adherence to inter-
quality as a whole. Management should docural policies, practices and procedures, and com-
ment that the scope of its reviews continues tpliance with laws and regulations so that any
identify major problems in the portfolio and noted deficiencies can be remedied in a timely
reflect the portfolio’s quality as a whole. Themanner.
scope of loan reviews should be approved by the
institution’s board of directors on an annual

basis or when any significant changes to the\ytachment 2 to Policy Statement—
scope of reviews are made. International Transfer Risk

Depth of reviewsThese reviews should analyzeconSIderatlorIS

a number of important aspects of selected loan

including— With respect to international transfer risk, an

institution should support its determination of

the adequacy of its allowance for loan and lease
losses by performing an analysis of the transfer
. risk, commensurate with the size and com-
tation, - . position of the institution’s exposure to each

p:gpg{ gen r%ig?(glopﬁe loan officer and Ic)ancountry. Such analyses should take into consid-
(F:)orr?mittepe?s), y eration the following factors, as appropriate:
adherence to any loan-agreement covenants
and

compliance with internal policies and proce-

dures and laws and regulations.

credit quality,
sufficiency of credit and collateral documen-

‘the institution’s loan-portfolio mix for each
country (e.g., types of borrowers, loan matu-
rities, collateral, guarantees, special credit
facilities, and other distinguishing factors)

. . » the institution’s business strategy and its debt-
Furthermore, these reviews should consider the management plans for each country

appropriateness and timeliness of the identifica- each country’s balance-of-payments position

tion of problem loans by loan officers. » each country’s level of international reserves
e each country’s established payment-perfor-
mance record and its future debt-servicing
1prospects

Review of findings and follow-upFindings
should be reviewed with appropriate loan offi-
cers, department managers, and members o
senior management, and any existing or planned

corrective action should be elicited for all noted

plef|C|enC|_es and identified Weal.(nesses’ inclu 12. The board of directors should be informed more
'ng_ t_he t!mEframes f0r_90”eCt|0n- All noted frequently than quarterly when material adverse trends are
deficiencies and identified weaknesses thabted.
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Allowance for Loan and Lease Losses 2070.:

each country’s sociopolitical situation and itsthe allowance. The target date for this guidanc
effect on the adoption or implementation ofis March 2000.
economic reforms, in particular those affect- On May 21, 1999, the Federal Reserve Boar
ing debt-servicing capacity issued SR-99-13, which reemphasized the nee
each country’s current standing with multilat-for conservative reserving practices, provide
eral and official creditors background information that described the
the status of each country’s relationships witfiMarch 10 initiatives, and provided background
bank creditors information on emerging points of agreemen
» the most recent evaluations distributed by théetween the banking agencies and the SEC. A
Interagency Country Exposure Reviewdiscussed in this SR-letter, banks may reserv
Committee (ICERC) of the federal bankingconservatively at the higher end of the range o
agencies estimated losses when those levels are manag
ment's best estimate. Furthermore, unallocate
reserves are acceptable under GAAP, and allov
SUBSEQUENT INTERAGENCY ance estimates can reflect a margin for impre
GUIDANCE cision. The SR-letter provides a broader inter
pretation of an article published by the Financia
In November 1998, the federal banking agencieAccounting Standards Board (FASB) on the
and the Securities and Exchange CommissioALLL, based on discussions with senior FASB
(SEC) announced an agreement to work togethstaff. The FASB article addresses the interactio
to promote sound accounting and disclosurbetween the two primary accounting standard
practices, while also maintaining allowances abn the ALLL, FASB Statements No. 5 and 114
appropriate levels. An interagency letter to finanFAS 5 and FAS 114). It clarifies that an
cial institutions from the federal banking agen-allowance calculated under FAS 5 may be
cies and the SEC was released March 10, 1998quired for loans that are not identified as bein
which reaffirmed the agencies’ commitment tdmpaired under FAS 114. The article also speci
support credible financial statements and mearfies that reserve calculations for specific impaire
ingful disclosures, consistent with generallyloans under FAS 114 should incorporate evalu
accepted accounting principles (GAAP). Theation of environmental factors (such as industry
letter indicates that the agencies will issue addigeographic, economic, and political factors).
tional guidance on appropriate methodologiesThus, reserves calculated under FAS 5 shoul
supporting documentation, and enhanced disclaot be required for loans that are determined t
sures regarding the allowance, and it confirmbe impaired under FAS 114.
that the agencies will encourage accounting On July 12, 1999, the federal banking agen
standard-setters to provide additional guidanceies and the SEC issued an interagency letter |
related to the ALLL. Additionally, the letter financial institutions (see SR-99-22) to reaffirm
concludes that the SEC and the banking reguldhe principles outlined in the May 21, 1999,
tors will generally focus on enhancing ALLL SR-letter. In addition, the letter indicated the
practicesgoing forward SEC does not have a policy of seeking reduc
After the March 10, 1999, letter was issuedtions in financial institutions’ loan-loss-allowance
the SEC and the federal banking agencies formdevels and will consult with the banking agen-
a joint working group to oversee the interagencyies as it considers whether to take a significar
project to develop enhanced guidance on inteiction regarding an institution’s ALLL account-
nal documentation and public disclosures abouhg practices.
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Allowance for Loan and Lease Losses

Examination Objectives .
Effective date November 1995 Section 2070.2

1. To determine if the policies, practices, pro4. To determine compliance with laws and
cedures and internal controls regarding loan regulations.
and lease losses and the allowance for loah. To initiate corrective action when policies,
and lease losses are adequate. practices, procedures, or internal controls ar
2. To determine if bank officers and employees deficient or when violations of laws or regu-
are operating in conformance with the estab- lations have been noted.
lished guidelines.
3. To determine the scope and adequacy of the
audit function.

Commercial Bank Examination Manual November 1995
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Allowance for Loan and Lease Losses

Examination Procedures
Effective date November 1999

Section 2070.3

1. If selected for implementation, complete or  have occurred since the allowance was la:

update the Allowance for Loan and Lease
Losses section of the Internal Control

Questionnaire. To do so, obtain a descrip-9.

tion of the methods and procedures em-
ployed by management to determine the
adequacy of the bank’s allowance for loan

and lease losses and the supporting records

maintained.

. Based on the evaluation of internal controls
and the work performed by internal/
external auditors, determine the scope of the
examination.

. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures and obtain a listing of
any audit deficiencies noted in the latest
review done by internal/external auditors
from the examiner assigned “Internal Con-
trol,” and determine if appropriate correc-
tions have been made.

. . 10.
. Obtain or prepare an analysis of the allow- 0

ance for loan and lease losses (valuation
reserve) and the related deferred tax and
capital accounts (in prior years referred to

as the deferred tax and contingency portions
of the reserve) for the period from the last

examination date to the current one. Agree
beginning and ending balances to the gen-
eral ledger and review the appropriateness
of changes in those accounts.

. Obtain from the appropriate examiner a listt1-

of problem loans as of the examination date,
that is, loans which are or may become less
than 100 percent collectible, possess more
than the normal degree of credit risk, are
past due, or require more than normal man-
agement supervision.

. Obtain from the appropriate examiner a
detailed list of classified loans identified in
the various loan departments.

. Determine whether the reserve for possible
loan losses has been adjusted through the
most recent quarter and, if not, suggest that
management make such adjustment.

. If, in the opinion of management, signifi- 13.

cant changes in the collectibility of loans

12.

adjusted, suggest that management adju

the allowance through examination date.

Evaluate management’s determination o

the amount necessary to adequately provid

for estimated loan losses as of the examine
tion date by considering the following:

a. known probable losses as determined b
a review of the lists of loans obtained
in steps 5 and 6 and other pertinent
information

b. information included in the Uniform
Bank Performance Report including—

« historical losses as a percentage o
loans outstanding and other relevan
factors; and

e comparison of the allowance ratios of
banks of similar loan portfolio size and
composition

c. other procedures necessary in the
circumstances

Review the following items with appropri-

ate management personnel, or prepare

memo to other examining personnel, for
their use in reviewing with management:

a. internal control exceptions and deficien-
cies in or noncompliance with written
policies, practices, and procedures

b. uncorrected audit deficiencies

c. inadequate allowance for possible loar
and lease losses, if any

Request that management make appropria

adjustments to the allowance for loan anc

lease losses.

a. Determine the materiality of the change
and the need to file amended financia

reports.
b. Provide information to the examiner
reviewing regulatory reports, if

appropriate.

Prepare comments for the examinatiol
report regarding the allowance for loan anc
lease losses, and include any deficiencie
reviewed with management and any reme
dial actions recommended.

Update the workpapers with any informa-
tion that will facilitate future examinations.
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Allowance for Loan and Lease Losses

Internal Control Questionnaire
Effective date December 1986

Section 2070.4

Review the bank’s internal controls, policies,
practices and procedures relating to the allow-
ance for loan and lease losses (valuation reserve)
and the determination of its adequacy. The
bank’s system should be documented in a COMHTHER
plete and concise manner and should include;
where appropriate, narrative descriptions, flow- 4
charts, copies of forms used and other pertinent

7. Are adequate procedures in effect relative
to recoveries?

8. Does management review the adequacy ¢
the valuation portion of the allowance and

information.

ltems marked with an asterisk

require substantiation by observation or testing.

POLICIES

1. Has the board of directors, consistent with

its duties and responsibilities, adopted writ-

ten policies which:

a. Establish criteria for determining when
a loan is to be charged-off?

b. Establish procedures for charging off
loans?

make necessary adjustments prior to pre

paring public financial statements (at a

minimum, on a quarterly basis)?

. Does management’s review encompass ar
give adequate consideration to:

a. Past loan loss experience and othe
pertinent historical data?

b. Assessment of the effectiveness of lend
ing policies and procedures?

c. ldentification, on an individual loan
basis, of significant potential weak-
nesses within the current loan portfolio
and an estimate of related amount of

; P loss?
c. Establish procedures for periodically .
reviewing and documenting the ade- ggﬁgﬁgi in the character of the loar

quacy of the valuation portion of the
allowance?

d. Define collection efforts to be under-
taken after a loan is charged-off?

LOAN CHARGE-OFFS

*2.

*3.

*4,

Is the preparation and posting of any

subsidiary records of loans charged-off 10.

performed or reviewed by persons who do
not also:

a. Issue official checks and drafts?

b. Handle cash?

Are all loans charged-off reviewed and
approved by the board of directors as
evidenced by the minutes of board
meetings?

Are notes for loans charged-off maintained
under dual custody?

. Are collection efforts continued for loans

charged-off until the potential for recovery
is exhausted?

. Are periodic progress reports prepared and

reviewed by appropriate management per-
sonnel for all loans charged-off for which
collection efforts are continuing?

11.

e. Current economic conditions?

Amount of past-due loans on which
interest is not being collected in accor-
dance with the terms of the loans, and
loans whose terms have been modifiec
by reducing interest rates or deferring
interest?

g. Other information appropriate to the
circumstances (if so, explain briefly)?
Does management retain documentatio

of their review?
Is accrued interest on loans charged-of
also charged-off against the allowance
account or reversed against interest income
as appropriate?

—h

CONCLUSION

12. Is the foregoing information considered ar

adequate basis for evaluating internal con
trol in that there are no significant defi-
ciencies in areas not covered in this ques
tionnaire that impair any controls? Explain
negative answers briefly, and indicate any
additional examination procedures deeme
necessary.
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2070.4 Allowance for Loan and Lease Losses: Internal Control Questionnaire

13. Based on a composite evaluation, as guestions, internal control is considered
evidenced by answers to the foregoing (adequate/inadequate).
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Commercial and Industrial Loans _
Effective date May 2000 Section 2080.1

INTRODUCTION tory, receivables, the purchase of supplies, c
other operating needs during the business cycl

The term “commercial and industrial loan” is These types of loans are often appropriate fo
commonly used to designate loans to a corpddusinesses that experience seasonal or sho
ration, commercial enterprise, or joint ventureerm peaks in current assets and current liabili
that are not ordinarily maintained in either theties, such as a retailer who relies heavily on
real estate or consumer installment loan portaoliday season for sales or a businesses man
folios. Generally, commercial loans are the largfacturing company that specializes in summe
est asset concentration of a state member bari{pthing. These types of loans are often struc
offer the most complexity, and require the greattured in the form of an advised line of credit or
est commitment from bank management to mon@ revolving credit. An advised revocable line of
tor and control risks. Proper management ofredit is a revocable commitment by the bank tc
these assets requires a clearly articulated credétnd funds up to a specified period of time,
policy that imposes discipline and sound loarusually one year. Lines of credit are generally
administration. Since lenders are subject to pregeviewed annually by the bank, do not have «
sures related to productivity and competitionfixed repayment schedule, and may not requir
they may be tempted to relax prudent credifees or compensating balances. In the case
underwriting standards to remain competitive irunadvised lines of credit, the bank has mor
the marketplace, thus increasing the potentiglontrol over advances and may terminate th
for risk. Examiners need to understand thdacility at any time, depending on state law or
unique characteristics of the varying types ofegal precedents. A revolving credit is valid for
commercial and industrial loans, as well as hova stated period of time and does not have a fixe
to properly analyze their quality. repayment schedule, but usually it has a require
Commercial loans are extended on a securdée. The lender has less control over a revolvin
or unsecured basis with a wide range of purcredit since there is an embedded guarantee
poses, terms, and maturities. While the types dhake advances within the prescribed limits o
commercial and industrial loans can vary widelyjthe loan agreement. The borrower may receiv
depending on the purpose of loans made arfeeriodic advances under the line of credit or the
market characteristics where the bank operatekgvolving credit. Repayment of the loans is
most commercial and industrial loans will pri-generally accomplished through conversion o
marily be made in the form of a seasonal ofurnover of short-term assets. Interest paymen
working-capital loan, term business loan, oon seasonal loans are usually paid throughot
loan to an individual for a business purposethe term of the loan, such as monthly or quarterly
This section will provide examiners with a Seasonal or working-capital loans are intende
fundamental understanding of secured antb be repaid through the cash flow derived from
unsecured transactions, loan evaluation and cogenverting the financed assets to cash. Th
erage techniques, the key principles for assesstructure of the loans can vary, but they shoul
ing credit quality, minimum documentation stan-be closely tied to the timing of the conversion
dards for loan line sheets, and basic bankruptayf the financed assets. In most cases, seasot
law, as well as an overview of sections 23A andr working-capital facilities are renewable at
23B of the Federal Reserve Act and tie-inmaturity, are for a one-year term, and include
arrangements. Other sections of this manua clean-up requirement for a period sometim
discuss more specific types of lending. during the low point or contraction phase of the
business cycle. The clean-up period is a spec

fied period (usually 30 days) during the term of

PRIMARY TYPES OF the loan in which the borrower is required to pay
COMMERCIAL AND off the loan. While this requirement is becoming
INDUSTRIAL LOANS less common, it provides the bank with proof

that the borrower is not dependent on the lende
Seasonal or Working-Capital Loans for permanent financing. It is important to note,

however, that an expanding business may not k
Seasonal or working-capital loans provide able to clean up its facility since it may be
business with short-term financing for inven-increasing its current assets.
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Analysis of Seasonal and Working-Capital Normally, a bank is secured by a perfected
Loans blanket security interest on accounts receivable,
inventory, and equipment, and on the pro-
The analysis of a seasonal loan is best acconseeds from the turnover of these assets.
plished by a monthly or quarterly review of aWell-capitalized companies with a good history
company’s balance sheet and income statemertf seasonal payout or cleanup may be excep-
to identify the peak and contraction phases dfions. An annual lien search, however, would be
the business cycle. The lender should knowprudent under this type of lending relationship
when the peak and contraction phases are, atal detect any purchase-money security interest
the loan should be structured accordingly. Théhat may have occurred during the business
lender's primary objective is to determinecycle.
whether the advances are being used for the The following are potential problems associ-
intended purposes (inventories or payables) arated with working-capital and seasonal loans:
not for the acquisition of fixed assets or pay-
ments on other debts. Repayments on the facit- Working-capital advances used for funding
ity should also be consistent with the conversion losses. A business uses advances from a
of assets. If the borrower has other loan facilities revolving line of credit to fund business losses,
at the bank, all credit facilities should be including the funding of wages, business
reviewed at the same time to ensure that the expenses, debt service, or any other cost not
activity with the seasonal or working-capital specifically associated with the intended pur-
facility is not linked to other loans in the bank. pose of the facility.
Projections of sources and uses of funds are alsoWorking-capital advances funding long-term
a valuable tool for reviewing a seasonal or assets.A business will use working-capital
working-capital line of credit and determining funds to purchase capital assets that are nor-
the sales cycle. mally associated with term business loans.
Quarterly balance-sheet and income state- Trade creditors not paid out at end of business
ments are very helpful when a comparison is cycle.While the bank may be paid out, some
made with the original projections. Other help- trade creditors may not get full repayment.
ful information can be obtained from a review This can cause a strained relationship as
of an aging of accounts receivable for delin- unpaid trade creditors may be less willing to
quencies and concentrations, a current list of provide financing or offer favorable credit
inventory, an accounts-payable aging, and terms in the future. In turn, the business will
accruals made during the quarter. This infor- become more reliant on the bank to support
mation can be compared with the outstanding funding needs that were previously financed
balance of the facility to ensure that the loan by trade creditors.
is not overextended and that the collaterai Overextension of collateralThe business
margins are consistent with borrowing-base does not have the collateral to support the
parameters. A borrowing base is the amount extension of credit, causing an out-of-
the lender is willing to advance against a dol- borrowing-base situation. Examiners should
lar value of pledged collateral; for example, a review borrowing-base certificates to verify
bank will only lend up to a predetermined that coverage meets the prescribed limitations
specified percentage of total outstanding receiv- established by the bank’s credit policy for the
ables less all past-due accounts more than aspecific asset being financed.
certain number of days delinquent. A borrowing= Value of inventory declineslf a business
base certificate should be compiled at least does not pay back the bank after inventory is
monthly or more often during peak activity in converted to cash or accounts receivable, the
the facility. When reviewing seasonal loans, value of the inventory declines. Other causes
examiners should remember that a bank reliesof inventory devaluation include obsoles-
heavily on inventory as collateral in the begin- cence; a general economic downturn; or, in
ning of a company’s business cycle and on the case of a commodity, market volatility.
receivables toward the end of the business cycle.Declines in inventory value will commonly
However, in traditional working-capital loans, put a working-capital facility in an out-of-
greater emphasis is usually placed on accountsborrowing-base situation and require the
receivable as collateral throughout the loan’s excess debt to be amortized and repaid through
tenure. future profits of the business.
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« Collectibility of accounts receivable declines.loans are often secured. Loan interest may b
The increasingly past-due status of accounfsayable monthly, quarterly, semiannually, or
receivable or deteriorating credit quality ofannually.
account customers both result in the noncol- In most cases, the terms of these loans ai
lection of receivables. This can also cause adetailed in formal loan agreements with affirma-
out-of-borrowing-base situation for the lend-tive and negative covenants that place certai
ing institution. conditions on the borrower throughout the terr

« Working-capital advances used to fund longof the loan. Generally, loan agreements substa
term capital. Funds may be inappropriately tially enhance a borrower/banker relationshiy
used to repurchase company stock, pay ofiecause they encourage and promote more fr
subordinated debt holders, or even pay diviquent communication between the parties. I
dends on capital stock. affirmative covenants, the borrower pledges t

fulfill certain requirements, such as maintain
These situations may cause a loan balance @slequate insurance coverage, make timely lo

be remaining at the end of the business cycle. lepayments, or ensure the financial stability o
this should occur, the bank generally has one ¢he business. Negative or restrictive covenant
three options: (1) Require the unpaid balance tprohibit or require the borrower to refrain from
be amortized. This option is, however, depencertain practices, such as selling or transferrin
dent on the ability of the business to repay th@ssets, defaulting, falling below a minimum deb
debt through future profits. (2) Request thecoverage ratio, exceeding a maximum debt-to
borrower to find another lender or require arequity ratio, or taking any action that may
infusion of capital by the borrower. This is notdiminish the value of collateral or impair the
always a feasible option because of the probabRollectibility of the loan. Covenants should not
weakened financial condition of the busines§e written so restrictively that the borrower is
and ownership under these circumstances. (3) Ligonstantly in default over trivial issues; how-
uidate the collateral. Foreclosing on the collatever, violations should be dealt with immedi-
eral should only be executed when it becomeately to give credibility to the agreement. Vio-
obvious that the business can no longer functiol@tions of these covenants can often result i
as a going concern. The problem with thisacceleration of the debt maturity. A formal loan
option is that once the bank discovers that thégreement is most often associated with longe
business is no longer a viable concern, realizinterm loans. If a formal agreement does not exis
the full value of the collateral is in jeopardy. Thethe term loans should be written with shorter
need to resort to any of these options maynaturities and balloon payments to allow more
prompt criticism of the credit. frequent review by bank management.

. Analysis of Term Business Loans
Term Business Loans

While a seasonal or working-capital loan analy-
Term business loans are generally granted atsks emphasizes the balance sheet, the analysis
fixed or variable rate of interest, have a maturitgerm loans will focus on both the balance shee
in excess of one year, and are intended tand the income statement. Because a term loz
provide an organization with the funds neededs repaid from excess cash flow, the long-tern
to acquire long-term assets, such as physicalability of the business is critical in determin-
plants and equipment, or finance the residuahg the overall quality of the credit. In evaluat-
balance on lines of credit or long-term workinging long-term earnings, the examiner must de
capital. Term loans are repaid through the busivelop a fundamental understanding of the
ness’'s cash flow, according to a fixed-company’s industry and competitive position in
amortization schedule, which can vary based othe marketplace. Most of the analysis will be
the cash-flow expectations of the underlyingconducted based on the historical performanc
asset financed or the anticipated profitability oof the business and its history of making pay-
cash flow of the business. Term business loamaents on its debt. Any historical record of
involve greater risk than short-term advancemconsistencies or inability to perform on exist-
because of the length of time the credit isng debt should prompt an in-depth review to
extended. As a result of this greater risk, terndetermine the ability of the borrower to meet the
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loan’s contractual agreements. One of the mostational credits (SNCs). An SNC is defined as
critical determinations that should be made wheany loan or commitment in an original amount
evaluating term debt is whether the term of thef $20 million or more that is (1) shared at its
debt exceeds the useful life of the underlyingnception by two or more supervised institutions
asset being financed. under a formal loan agreement and (2) sold in
While cash flow of the business is the primarypart to one or more supervised institutions with
source of repayment for a term loan, a secondatyne purchasing bank assuming its pro rata share
source would be the sale of the underlyingf the credit risk. Loans sold to affiliate banks of
collateral. Often, if circumstances warrant ahe same holding company are not part of the
collateral sale, the bank may face steep disSNC program. If the outstanding balance or
counts and significant expenses related to th@ommitment of an SNC credit falls below
sale. Examiners should carefully consider thes$20 million after its inception, and it is not
issues when evaluating the underlying value ofriticized, the credit will not be reviewed at the

collateral under a liquidation scenario. next review date. Therefore, the examiner should
The following are potential problems associ-conduct an individual review of the credit at the
ated with term business loans: bank under examination. However, if the former

SNC facility fell below the threshold through a

The term of the loan is not consistent with thecharge-off, and was classified or specially men-

useful life of collateral. tioned at the most recent SNC review, the credit

Cash flow from operations does not allow forrelationship would continue to be reviewed

adequate debt amortization, a fundamentalnder the SNC program until such time that the

problem that can only be solved by improvedalance falls below $10 million. The Federal
performance. Deposit Insurance Corporation (FDIC), the state

* The gross margin of the business is narrowagencies, and the Office of the Comptroller of

ing, which requires the business to sell mor¢he Currency (OCC) also participate in this

product to produce the same gross profipprogram. The Federal Reserve carries out the

Higher sales volume could require more caskxamination of SNCs at the lead or agent banks

for expansion of current assets, leaving lesthat are state member banks, state-chartered

cash for debt amortization. This situation is doreign branches, and credit-extending nonbank
common by-product of increased competitionsubsidiaries of domestic and foreign organiza-

Sales are lower than expected. In the face dfons. The FDIC is primarily responsible for any

lower sales, management is unable or unwillSNC credits at state nonmember banks, and the

ing to cut overhead expenses, straining casBCC supervises the review of those SNCs in
flow and resulting in diminished debt-servicingwhich the lead bank is a national bank or an
ability. OCC-chartered foreign branch.

« Fixed assets that are financed by term loans SNCs should not be analyzed or reviewed
become obsolete before the loans are retireduring the examination of the individual partici-
likely causing the value of underlying collat- pating bank. If the examiner is uncertain whether
eral to deteriorate. the credit was reviewed under the SNC program,

» The business’s excess cash is spent on highthe respective Reserve Bank coordinator should
salaries or other unnecessary expenses.  be contacted. If credits eligible for the program

» The payments on term debt have put a straiare found but have not been reviewed (other
on cash flow, and the business is unable tthan new SNCs since the time of the last SNC
adequately operate or allow natural expansiomrogram review), the examiner should submit a

 The balance sheet of the business is weakememorandum detailing those credits to the
ing. The overall financial condition of the respective Reserve Bank coordinator to be for-
business is deteriorating because of poor pewarded to the SNC coordinator at the Federal
formance or unforeseen occurrences in thReserve Bank of New York.
industry.

SECURED AND UNSECURED
Shared National Credits TRANSACTIONS

The Federal Reserve System participates in Bhis subsection is intended to be a general
program for the uniform review of sharedreference for an examiner’'s review of a credit
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file to determine whether the bank’s collateraB-203(1). Once the following requirements are
position is properly documented. Examinersnet, the security interest attaches:
should be aware that secured transactions
encompass an extensive body of law that is The collateral is in the possession of the
rather technical in nature. The following discus- secured party pursuant to agreement, or th
sion contains general information for examiners debtor has signed a security agreement th;
on the basic laws that govern a bank’s security contains a description of the collateral and
interest in property and on the documentation when the security interest covers crops nov
that needs to be in a loan file to properly growing or to be grown or timber to be cut, a
document a perfected security interest in a description of the land concerned.
borrower’s assets. « Value has been given to the debtor.

« The debtor has rights in the collateral.

Secured Transactions Thus, unless the collateral is in the possessio
of the secured party, there must be a writtel

Most secured transactions in personal proper§ecurity agreement that describes the collatere
and fixtures are governed by article 9 of thel he description does not have to be very specif
Uniform Commercial Code (UCC). The UCC Or detailed—"any description of personal prop-
has been adopted by all 50 states, the District &ty - - - is suficient whether or not it is specific
Columbia, and the Virgin Islands. Timing dif- if it reas_onably identifies what is described”
ferences as well as filing locations differ from(See section 9-110). The agreement must also |
state to state. Failure to file a financing statemer®igned by the debtor. The creditor may sign it
in a timely manner or in the proper location will but its failure to do so does not affect the
compromise a lender’s security interest in thé@greement's enforceability against the debtor.
collateral. “Giving value” is any consideration that
Article 9 of the UCC applies to any trans- Supports a contract. Value can be given by

action that is intended to create a securitgireCt loan, a commitment to grant a loan in the

interest in personal property. Mortgage transiuture, the release of an existing security inter

actions are not covered, marine mortgages afSt: Or the sale of goods on contract.
filed with the Coast Guard, and aircraft liens are While the debtor must have “rights” in the

filed with the Federal Aviation Administration. collateral, he or she does not necessarily have
A “security interest” is defined in the UCC as Nave title to the property. For example, the

“an interest in personal property or fixturesd€0tor may be the beneficiary of a trust (the
which secures payment or performance of auStée has title of trust assets) or may lease tf
obligation.” A secured transaction requires thafo!lateral. The debtor, in such cases, has right

there be aragreemenbetween the parties indi- in the collateral, but does not hold the title to the

cating the parties’ intention to create a Securi&gltl:itﬁsratlheTgeebtz(:’?sulriﬁfljite%air;};,erre]g'\[,viivf}hré 22:5

interest for the benefit of the creditor or secure .
party. This agreement is commonly referred t ._slteral on default if the debtor does not have full
as a security agreement. title to the collateral.

Article 9 of the UCC refers to two different
concepts related to security interests: attachmept . . .
and perfection. Attachment is the point in time™ €rféction of Security Interest in Property
at which the security interest is created antig fecti he leqal by whi
becomes enforceable against the debtor. Perfegerrection represents the legal process by whic
tion refers to the steps that must be taken ifi PaNK Secures an interestin property. Perfectic
order for the security interest to be enforceabl?rOVIdes the bank assurance that it has a

against third parties who have claims againdfterest in.the collateral. The category.of collat-
cgllateral P 9 eral will dictate the method of perfection to be

used. The most common methods of perfectio
are (1) automatic perfection when the securit
Attachment of Security Interest interest attaches (such as in the case of purchas
money security interests applicable to consume
The three requirements for the creation of @oods other than vehicles); (2) perfection by
security interest are stated in UCC sectiompossession; (3) the filing of a financing state:
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ment in one or more public filing offices (The determines where the financing statement must
financing statement is good for five years, antbe filed.

the lender must file for a continuation within the

six-month period before expiration of the origi-

nal statement.) and (4) compliance with a statEvaluation of Security Interest in

certificate of title law or central filing under a Property

state statute other than the UCC, such as regis-

tration of vehicles. Key items to look for in evaluating a security

The most common method of perfecting adnterest in property include the following:
security interest is public filing. Public filing
serves as a constructive notice to the rest of the Security agreementhere should be a proper
world that the bank claims a security interest in Security agreement, signed and dated by the
certain property of the debtor described in both borrower, that identifies the appropriate col-
the security agreement and the financing state-lateral to be secured. It should include a
ment. Public filing is accomplished by filing a description of the collateral and its location in
financing statement (UCC-1) in a public office, sufficient detail so the lender can identify it,
usually the county recorder or secretary of state. and should assign to the lender the right to sell
The system of filing required by the UCC or dispose of the collateral if the borrower is
provides for a notice filing whereby potential unable to pay the obligation.
creditors can determine the existence of any Collateral possessionlf the institution has
outstanding liens against the debtor’s property. taken possession of the collateral to perfect its

The form of the financing statement and security interest, management of the institu-
where to file it varies from state to state. While ton should have an adequate record-keeping

the filing of a nonstandard form will generally
be accepted, the failure to file in the proper
public office can jeopardize the priority of the*®
lender’'s security interest. The UCC provides
three alternative filing systems:

 Alternative System Ond.iens on minerals,
timber to be cut, and fixtures are filed in the
county land records. All other liens are filed in
the office of the secretary of state.

Alternative System TwoThe majority of

states have adopted this version. It is the same
as system one, except liens on consumer

goods, farm equipment, and farm products are
filed in the county where the debtor resides or
in the county where the collateral is located if
it is owned by a nonresident.

Alternative System Thredn a minority of
states, filings made with the secretary of state
must also be filed in the county of the bor-
rower’s business (or residence if there is nd

place of business in that state). Otherwise, the
requirement in these states is the same as

system two.

As each state may select any of the above
three alternatives or a modified version of them,
it is important that the examiner ascertain the
filing requirements of the state(s) where the
bank’s customer operates. Most importantly, it
is the location of the borrower, not the bank, that

system and proper dual control over the

property.

Financing statementlf the institution has

filed a financing statement with the state or

local authority to perfect its security interest in

the collateral, in general, it should contain the

following information:

—names of the secured party and debtor

—the debtor’s signature

—the debtor’'s mailing address

—the address of the secured party from which
information about the security interest may
be obtained

—the types of the collateral and description
of the collateral (Substantial compliance
with the requirements of UCC section 9-402
is sufficient if errors are only minor and not
seriously misleading. Some states require
the debtor’s tax ID number on the financing
statement.)

AmendmentdNot all amendments require the

borrower’s signature, and banks may file an

amendment for the following reasons:

—borrower’s change of address

—creditor's change of address

—borrower’'s name change

—creditor's name change

—correction of an inaccurate collateral
description

—addition of a trade name for the borrower
that was subsequently adopted

May 1996
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* Where to file a financing statemeht.general,

financing statements filed in good faith or
financing statements not filed in all of the
required places are effective with respect to
any collateral covered by the financing statee
ment against any person with knowledge of
the statement’s contents. If a local filing is
required, the office of the recorder in the
county of the debtor’s residence is the place to

ing the mortgage. Make sure that the form of
the acknowledgment used is in accordanc
with the type of individual or entity executing

the mortgage.

If a corporation is the mortgagor, its articles of
incorporation or bylaws often will specifically

state which officers have authority to sign ar
instrument affecting real estate. In these
instances, the designated officer should b

file. If state filing is required, the office of the
secretary of state is the place to file.

» Duration of effectiveness of a financing
statementGenerally, effectiveness lapses five
years after filing date. If a continuation state~ As soon as possible after the mortgage i
ment is filed within six months before the executed, it should be recorded in the office o
lapse, effectiveness is extended five yearsthe recorder for each county in which the
after the last date on which the filing was property described in the mortgage is locatec
effective. Succeeding continuation statements |n most cases, the borrower signs an affidav
may be filed to further extend the period of that indicates, in part, that he or she will not
effectiveness. attempt to encumber the property while the

lender is waiting for the mortgage to be

recorded. In smaller community banks, com-
mon practice may be not to advance any of th
money under the loan until the mortgage ha
been recorded and the later search complete

As previously mentioned, real estate is expressly |n larger banks or cities, however, this practice

excluded from coverage under the UCC. A js often not practical.

separate body of state law covers such interests.if the mortgagor is married, the spouse mus

However, for a real estate mortgage to be join in the execution of the mortgage to

enforceable, the mortgage must be recorded insybject his or her interest to the lien of the

the county where the real estate covered by the mortgage. If the mortgagor is single, the

mortgage is located. mortgage should indicate that no spouse exis!
who might have a dower interest or homestea

Real estate mortgage/deed of trustvhen interest in the property.

obtaining a valid lien on real estate, only on& | the mortgagor is a partnership, it must be

document is used, the mortgage or deed of trust. getermined whether the title is in the name o
The difference between a mortgage and a deed;ye partnership or in the names of the indi

of trust varies from state to state; however, the ;qya] partners. If the title is in the names of
primary difference relates to the process of {he individual partners, their spouses shoul
foreclosure. A mortgage generally requires a join in executing the mortgage. If the title is in
judicial foreclosure, whereas, in some states, aine name of the partnership, those partner

foreclosure on a deed of trust may not. Nearly \yhq are required to sign under the partnershi
all matters affecting the title to the real estate, agreement should sign.

including the ownership thereof, are recorded in
the recorder’s office.
When determining the enforceability of a real .
estate mortgage or deed of trust, the examinddnsecured Transactions
should be aware of the following requirements:
Unsecured transactions are granted based on t
» The mortgage must be in writing. borrower’s financial capacity, credit history,
» To be recordable, the mortgage must bearnings potential, and/or liquidity. Assignment
acknowledged. There are different forms ofof the borrower’s collateral is not required, anc
acknowledgments for various situationsrepayment is based on the terms and conditior
depending on whether individuals, corporaof the loan agreement. While unsecured loan
tions, partnerships, or other entities are execubften represent the bank’s strongest borrower:

required to sign. If the corporation has a seal
that also must be affixed. If the corporation
does not have a seal, this fact must be show
in the acknowledgment.

Perfection of Security Interest in Real
Estate
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the unsecured loan portfolio can represent itand credit standards, and evaluating the adequacy
most significant risk. One of the primary con-of the allowance for loan losses. Credit reviews
cerns related to unsecured credit is that if thalso help the examiner to ascertain a bank’s
borrower’s financial condition deteriorates, thecompliance with applicable laws and regula-
lender's options to work out of the lendingtions, judge the safety and soundness of the
relationship deteriorate as well. In general, if @ank’s lending and credit administration func-
credit is unsecured, the file should contairtions, and, most important, evaluate directly the
reliable and current financial information that isquality of the bank’s loan portfolio. Since
sufficient to indicate that the borrower has theexaminers need to make the most efficient use of
capacity and can be reasonably expected their time during their on-site review of the loan
repay the debt. portfolio, it is not practical to review every loan
in the bank’s loan portfolio. Instead, examiners
must select for review a sample of loarisat is
Problem Loans sufficient in size and scope to enable them to
reach reliable conclusions about the bank’s over-
The following are key signals of an emergingall lending function. At a minimum, examiners
problem loan: should include in their sample a group of loans
referred to as the “core group’as described
» Outdated or inaccurate financial information below.
on the borrowerThe borrower is unwilling to
provide the financial institution with a current,
complete, and accurate financial statement ore Group
least annually. Management should also be

requesting a personal tax return (and all relategl o mmercial and industrial loans and commer-

schedules) on the borrower. While borrowerg;jg| real estate loans subject to examiner review
will usually present their personal financialspoyld include the following:

statements in the most favorable light, their

income tax return provides a more conservas Al problem loans, including loans that have
tive picture. been previously classified or specially men-
The crisis borrowerThe borrower needed the  tioned by the respective Reserve Bank or state
money yesterday, so the bank advanced unse-hanking department during the most recent
cured credit. examinations, loans that are past due as of the
» No specific terms for repaymerithe unse-  date of examination, loans that are on non-
cured loan has no structure for repayment, and accrual status, loans that have been designated
it is commonly renewed or extended at as impaired according to the guidelines set
maturity. forth in Statement No. 114 of the Financial
Undefined source of repaymerithese types  Accounting Standards Board, loans that are
of loans are often repaid through excess cashconsidered renegotiated or restructured debt,
flow of the borrower, sale of an asset(s), or and loans that are included on the bank’s most
loan proceeds from another financial institu- recent internal watch list.

tion. These repayment sources are often netAll large loans, defined as loans or aggrega-
identified and are unpredictable. tions of loans to the same or related borrowers
that exceed a dollar cutoff level established by
the examiner-in-charge. This cutoff will typi-
cally be equal to about 1 percent of a bank’s

LOAN-SAMPLING AND
COVERAGE REQUIREMENTS

: ) ; 1. For the purposes of this section, the term “loans”
A thoroth review of a bank’s commercial Ioanincludes; all sources of credit exposure arising from loans and

portfolio is one of the most important elements{eases. This exposure includes guarantee, letters of credit, and

of a bank examination. Credit reviews are arther loan commitments.

examiner's primary means for evaluating the 2- If the examiner decides it is practical, the requirements

effectiveness of internal loan review and Creditf’md fundamental guidance set forth in this section can be
. .. L . applied to all types of commercial and industrial loans, as well

grading systems, determining that credit is beings'to commercial real estate loans or any other type of loan

extended in compliance with internal policiesmade by the bank.
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equity capital, but a higher or lower percent-» is well-managed, and
age may be warranted depending on the cie has effective internal risk controls and under-

cumstances of the bank being examined. writing standards.
« Insider loans, as defined by the Board's Regu-
lation O (12 CFR 215). Furthermore, the examiner should not have

identified any other matters of significant con-
This core group of loans (problem loanscern during the examination. In other words,
special-mention loans, insider loans, and largeoverage of the core group of loans could be
loans) should represent a substantial portion ¢f0 percent only for a bank that received &
the dollar volume of a bank’s total commercialcomposite CAMELS rating of 1 or 2 and an
and industrial loans and commercial real estatesset-quality rating of 1 on its last examination
loans. Nevertheless, in the majority of cases, therovided the findings of the current review of
examiner should select additional loans from théhe core group of loans appears consistent wit
remaining portfolio to be reasonably assured athese ratings. For banks that have high overa
making an accurate and comprehensive assesatings (CAMELS 1 and 2) but a coverage ratic
ment of the condition of the bank’s overall loanfor its core group of loans that is significantly
portfolio and lending activitied. below 40 percent, additional loans should be
In determining the size and nature of addiselected to bring the coverage ratio for all loan:
tional loans to be reviewed, the examiner shouldeviewed to a minimum 40 percent.
consider the coverage ratio of the core group of Banking organizations with less than satisfac
loans? If the core group of loans reviewed tory composite supervisory ratings or other sig:
constitutes a substantial portion of the totahificant areas of supervisory concern shoulc
dollar volume of loans (at least 40 to 50 perhave loan coverage ratios of at least 55 t«
cent), then sufficient additional loans should b&0 percent to fully determine the financial con-
reviewed to raise the coverage ratio anothetlition of the organization. Any divergence from
10 percent. If, on the other hand, the coveragthese guidelines should be fully documented i
ratio of the core group of loans reviewed isthe confidential section of the examination report
lower, primarily because the bank has fewer The examiner should use his or her conclu
large loans, then a greater number and highaions from the review of the core group of loans
dollar volume of loans outside the core groupgo determine the extent to which additional loans
should be reviewed. For example, if the covershould be selected for review, as these loan
age of the core group of loans amounts to onlwill provide the most up-to-date indications of
20 to 30 percent, then the loans reviewed in ththe general condition of the bank’s loan port-
remaining portfolio should raise the coveragdolio and the adequacy of the bank’s credit-
ratio to a minimum of 40 to 50 percent. Loanadministration practices. For example, if the
coverage at the lower end of this range (40 pereview of the core group of loans reveals that al
cent) would be appropriate only if the bank— undue proportion of a bank’s problem assets ar
concentrated in a particular type of loan or if a
« is in satisfactory condition, portion of the portfolio is growing rapidly, the
* has strong asset quality, additional loans to be reviewed should be
selected from that group.
In determining the extent of additional loans
- to be reviewed, the effectiveness of the bank’:
3. One approach to selecting the additional sample of loanghternal credit-review and -grading system

to b_e rewewec_i is to Iower_the cutoff level of Iarg_er Ioe_msshould also be considered. If, for example, the
subject to review. Alternatively, other methods (including

random sampling or selecting recent loans or specific Ioaﬁxaminerys reVie_‘W of the core group of loans
types) may be used to select the sample when these methgasovides essentially the same results as thos

appear more suited to the bank’s circumstances. from these systems, then the number and doll:

4. A loan-review-coverage ratio should be calculated bysiZe of the remaining sample reviewed car
dividing the dollar volume of commercial and industrial loans

and commercial real estate loans reviewed during the examip€ Kept relatively low (unless the review of
nation by a bank’s total dollar volume of such credits. For the¢he remaining sample raises questions about tt
purposes of this calculation, loans are defined as all sources itegrity of the system with respect to the
credit exposure arising from loans and leases, includingemaining pOI’tf0|i0)

guarantees, letters of credit, and other loan commitments. e ! .

Credit exposures arising from trading and derivatives activi- In addition to the coverage ratio of the core

ties are not generally included in this coverage ratio. group of loans, an examiner should take intc
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account other factors, including the overall con- In statistical sampling, the examiner uses the
dition of the bank at its last examination andconcepts of probability to apply sampling tech-
most importantly, that examination’s findings onniques to the design, selection, and evaluation of
the quality of the loan portfolio and the ade-loan samples. Statistical sampling eliminates (or
quacy of loan-administration activities (that is,at least minimizes) potential selection biases
the accuracy of internal loan-rating systems, thbecause each item in the sample-loan population
appropriateness of underwriting standards, theust have an equal or otherwise determinable
adequacy of documentation in files, the adeprobability of being included in the examined
quacy of management information and internaportion. This probability provides the examiner
control systems, and the adequacy of loan-lossith a quantitative, controllable measure of risk.
reserves). Other important factors are the ability Generally, statistical sampling techniques may
and experience of the lending officers and pee implemented only in those banks (1) that
sonnel managing the lending function, anywere found to be in financially sound condition,
changes in asset quality or lending policies sinc€) that were without any undue loan port-
the last examination, and significant concentrefolio problems at the latest examination, and
tions identified in the preliminary review of the (3) where it was determined that the systems
loan portfolio. Regardless of the total coverag@nd controls were appropriate for implementing
of the core-group review and the additionakuch techniques. Moreover, if during an exami-
sample of loans, the examiner must select mation, the examiner determines that the statis-
sufficient number, volume, and variety of loangical sampling results are unsatisfactory, the
to accurately judge the condition of the bank’draditional judgmental sampling technique should
entire loan and lease portfolio and the effectivebe implemented.

ness of its credit-administration policies and The two recommended statistical sampling

practices. techniques are described below:

. . * Attributes SamplingThe objective of attributes
COI’T’lm_eI’CIal Loan Sampling sampling is to determine from a sample,
Techniques within specified reliability limits, the validity

of the bank’s internal loan-review program.

Sampling techniques are a valid and efficient The reliability limits are determined by the
method for reviewing the commercial loan port- examiner, who formulates a hypothesis about
folios at banks during on-site examinations. the bank’s loan-review program when evalu-
Sampling enables the examiner to draw conclu- ating its policies, practices, and procedures for
sions regarding the condition of the entire loan loan extensions. The population to be sampled
portfolio by reviewing only a selected portion. consists of all loans between certain dollar
These techniques make more efficient use of parameters, except for loans reviewed under
examination resources and allow examiners to the shared national credit program and loans
devote more of their time and efforts to other to identified problem industries (the latter are
areas of the examination. reviewed separately during the examination).

Generally, a judgmental sampling technique The lower dollar parameter is an amount that
is used for reviewing commercial loans. This the examiner deems sufficient to achieve the
technique enables examiners to evaluate thedesired coverage of the loan portfolio and is
portfolio by reviewing a desired percentage of selected in much the same manner as a cutoff
all the loans over a preselected cutoff amount. In line is chosen in judgmental sampling. The
addition to the judgmental sampling approach, upper dollar parameter is an amount over
statistical sampling techniques can also be valid which all loans must be reviewed because of
methods for evaluating loan portfolios. Two the significant effect each could have on the
statistical sampling techniques that may be bank’s capital. Loans are selected from the
selectively implemented during on-site exami- sample population by using a random digit
nations are attributes sampling and proportional table.
sampling. Attributes sampling is especially well- ~ When the selected loans are reviewed, the
suited for large banks that have formal loan examiner compares his or her grading with
review programs; proportional sampling may be those of the bank’s loan-review program. An
better suited for smaller or regional banks with- “error” generally exists if the examiner’s
out internal loan-review programs. grading of a particular loan is significantly
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more severe than the bank’s grading. If th(REVIEWING CREDIT QUALITY
error rate in the sample is beyond the pre-

established reliability limits the examiner iSImportance of Cash Elow

able to accept, all loans over the cutoff amount

should be reviewed. If the examiner is satis-

fied with the sample results, the bank’s inter_Evaluatlng cash flow is the single most impor-

; : . tant element in determining whether a busines
nal grading will be accepted for all criticized - 2
g g P as the ability to repay debt. Two principal

loans that have not been independentl h . -
reviewed within the sample population. Everf"€thods of calculating the cash flow available ir
: & business to service debt are presented in th

acceptable by the examiner, any loans review bsecélczn. dTrt1e re.sulttshof tgese methfods shhgu'
and found to be in error will be appropriately °€ US€d 10 determine the adequacy ot cash Tlo
classified in the report. in each credit evaluated at an institution. The

accrual conversion method is the preferrec
Proportional Sampling.The procedures for method because it is the most reliable. The
proportional sampling are similar to thoseS€cond and less reliable method is the suppl

mental or traditional cash-flow analysis; how-

followed for attributes sampling. The objec- . . : S
tive of this sampling technique is to determineEVen the information needed for this analysis i

: ; sually more obtainable and easier to calculate
whether bank management can identify all thé‘;he té\ditional method can be used when cir
criticizable loans in the portfolio. The exam-

iner formulates a hypothesis about the qualit umstances warrant, for example, when th

of the examined bank’s loan administration, Orrowers financial statements are not suffi

based on an analysis of loan policies praCglently detailed for the information requested in

tices, and procedures for loan extensions. |H“? _accrual .CO”‘.’e'TS‘O” analysis or when histori
proportional sampling, every loan in theCall information is inadequate.
sample population is given an equal chance of
selection in proportion to its size, so the larger
the loan, the more likely it will be selected for Analysis and Limitations of Cash Flow
review. Examiners grade the loans in the
sample and compare these gradings with th€ash-flow analysis uses the income stateme
bank’s problem-loan list. and balance sheet to determine a borrower’
As in attributes sampling, the examineroperational cash flow. Careful analysis of all
specifies the desired precision of the samplénvestment and financing (borrowing) activities
that is, that the true error rate in the bank’snust be made for an accurate assessment of ca
problem-loan list should be within a certainflow. In reality, examiners face time constraints
range of values. A statistical error occurghat often prevent them from performing the
whenever the examiner criticizes a loan that isomplex mathematical calculations involved in
not criticized by the bank. If the error rate issophisticated cash-flow analysis. Therefore, th
higher than expected, the examiner will reviewcash-flow methods presented below wers
all loans over a cutoff line, which is deter-designed to be reasonable and practical fc
mined using the same criteria as line selectioexaminer useHowever, examiners should be
in judgmental sampling. If the sample resultareful of conclusions reached using the tradi-
indicate an error rate within expectations, thetiional cash-flow analysis, without consideration
the examiner will accept the bank’s problem-o balance-sheet changes or other activities tha
loan list as a reliable list of the nonpass loanaffect cash flow. The traditional cash-flow analy-
in the population from which the sample wassis does not recognize growth in account:
taken. The examiner will then review andreceivable or inventory, a slow-down in accounts
grade each loan on the problem-loan list ovepayable, capital expenditures, or additional bor-
the cutoff amount. rowings. If the credit file contains a CPA-
prepared statement of cash flow or a statemel
For detailed procedures on how to implemenprepared using the accrual conversion metho

both attributes and proportional samplingthe examiner should concentrate efforts or
examiners should contact either Reserve Banleviewing and analyzing these statements rath
supervision staff or Federal Reserve Boardhan on preparing a traditional cash-flow
supervision staff. statement.

Commercial Bank Examination Manual May 1996
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One critical issue to remember is that deficiExcess
cash flow does not always mean that the borDeficit)
rower is encountering serious financial difficul-Cash Flow:
ties. In some cases, deficit cash flow is caused
by a business’s experiencing significant growth,
and there is a pronounced need for external

Represents cash available before
debt service.

financing to accommodate this growth and elimiCalculation of Supplemental/Traditional

nate the deficit cash-flow position. In this caseCash Flow
an adequate working-capital facility may not be
in place to accommodate the need for additionallet Income:
inventory. A comprehensive analysis of changes
in the balance sheet from period to period

should be made before the loan is criticized. Interest

Expense:
Components of the Accrual Conversion

Method of Cash Flow Depreciation/

Amortization:

Category Basis for Amount

Sales: Dollar amount of sales in period

Cash Flow
before

+/-change in
AR, INV,,
A/P:
ence of the current period from
the corresponding period of the
previous year in accounts
receivable, inventory, and
accounts payable.

Formula:
asset is a use of cash and is
subtracted from the calculation.
Conversely, a decrease in an
current asset is a source of cash
and is added to the calculation.

Capital

(b) An increase in any current EQUALS—

liability is a source of cash and
is added to the calculation. Con-
versely, a decrease in any cur-
rent liability is a use of cash

and is subtracted from the Coverage
calculation. Ratio:

Cash Flow:

SGA: Subtract selling, general, and

administrative expenses.

Interest
Expense: Add interest expense to the cal
culation if SGA “expense”

includes interest expense.

Represents the absolute differ-Debt Service:

() An increase in any currentDebt Service:

yExpenditures:

Amount of net income reported
on most recent annual income
statement before taxes.

Add the total amount of interest
expense for the period.

Add all noncash depreciation
and principal amortization on
outstanding debt.

Indicates net Earnings Before
Interest, Taxes, Depreciation,
and Amortization (EBITDA).
Amortization should include
both principal and interest pay-
ments required on debt.

Subtract scheduled principal
and interest payments.

Subtract all capital expendi-
tures for the period.

Excess (Deficit)

Total amount of excess or defi-
cit cash flow for the period after
debt service.

Cash flow before debt service
divided by debt service (princi-
pal and interest).

Importance of Financial Analysis

While cash-flow analysis is critical in reviewing
- whether a borrower has the ability to repay
5. Examiners should make sure that they are using financighdividual debt, a review of the borrower’s other

data from consistent periods, that is, year-to-date financiaﬁnancial statements can offer information about
information. Mixing annual financial data with interim finan-

cial information can cause misinterpretation of cash flow for Other sources of repayment, as well as the
given business cycle or annual period. borrower’s overall financial condition and future
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prospects. The availability of historical balance- debt capacity and ability to meet obligations.
sheet and income information, which allow These ratios may include debt to assets, del
declining trends to be identified, is critical. Also, to net worth, debt to tangible net worth, and
it may be appropriate to compare the borrower’s interest coverage.
financial ratios with the average for the industrys Liquidity ratios. Include ratios such as the
overall. Much of the financial information that current ratio and quick ratio, which measure
examiners will review will not be audited; the borrowers ability to meet current
therefore, considerable understanding of generalobligations.
accounting principles is necessary to compe-
tently review an unaudited financial statement.
The bank should obtain at least annual financia&: " .
statements from a borrower. ommon “Red Flags

When reviewing a credit file of a borrowing . .
customer of a bank, the following financial The symptoms listed below are included to
information should be available for review:Provide an understanding of the common prob
income statement, balance sheet, reconciliatid§Ms or weaknesses examiners encounter
of equity, cash-flow statements, and applicabl€€ir review of financial information. While one
notes to financial statements. The componen&/Mptom may not Justlf_y criticizing a loan,
for a financial review can be segregated int§hen symptoms are considered in the aggregat
three areas: operations management, asset méiey may help the examiner detect near-terr
agement, and liability management. Operationgouble. This list is only a sampling of “red
management is derived from the income statdlags” that should prompt further review; exam-
ment and can be used to assess company sal§'s should also be able to identify issues the
cost control, and profitability. Asset manage/may require further investigation from their
ment involves the analysis of the quality andcursory review of a borrower's financial
liquidity of assets, as well as the asset mixStatement.
Liability management covers the analysis of the . ) .
company’s record of matching liabilities to the* A slowdown in the receivables collection
asset conversion cycle, such as long-term assetderiod. This symptom often reveals that the
being funded by long-term liabilities. bor_rower has bgc_ome more liberal in est_ab

In studying the above forms of management, Ilshln_g credit pohaes, has goftened_ coIIectlor_1
various ratios will help the examiner form an Practices, or is encountering an increase |
informed and educated conclusion about the uncollected accounts.
quality of the credit being reviewed. The ratios® Noticeably rising inventory levels in both
can be divided into four main categories: dollar amount and percentage of total assets

Increases in inventory levels are usually sup

« Profitability ratios. These ratios measure man- ported by trade suppliers, and financing thes
agement’s efficiency in achieving a given increases can be extremely risky, particularl)
level of sales revenue and profits, as well as if turnover ratios are declining. The increase
management’s ability to control expenses and in inventory levels or lower turnover ratios
generate return on investment. Examples of may also be related to the borrower’s natura
these ratios include gross margin, operating reluctance to liquidate excessive or obsolet
profit margin, net profit margin, profit to sales goods at a reduced price. Many businesses a
ratio, profit to total assets ratio, and direct Willing to sacrifice liquidity to maintain profit
cost and expense ratios. margins.
Efficiency ratiosThese ratios, which measure® Slowdown in inventory turnoverthis symp-
management’s ability to manage and control tom may indicate overbuying or some other
assets, include sales to assets, inventory daysmbalance in the company’s purchasing poli-
on hand, accounts receivable days on hand,cies, and it may indicate that inventory is
accounts payable days on hand, sales to netslow-moving. If the inventory is undervalued,
fixed assets, return on assets, and return onthe actual turnover is even slower than the
equity. calculated results.
Leverage ratios.These ratios compare thee Existence of heavy liens on assdfsidence
funds supplied by business owners with the of second and third mortgage holders is a sig
financing supplied by creditors, and measure of greater-than-average risk. The cost of junio
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money is high. Most borrowers are reluctanteview systems. However, the disposition of the
to use this source of funds unless conventiondban and the reasons for that disposition are the
sources are unavailable. most crucial entries on the line ticket. Examiners
Concentrations of noncurrent assets othemust document their entries and decide how
than fixed assetsA company may put funds much of the documentation is required to sup-
into affiliates or subsidiaries for which the port the loan-review decision. That decision and
bank may not have a ready source of infora summary of the reasons a loan is passed, listed
mation on operations. for special mention, or adversely classified
High levels of intangible assetdntangible should be provided (preferably in bullet form)
assets, which shrink or vanish much moren the loan line ticket. Beyond that, the docu-
quickly than hard assets, usually have verynentation will vary depending on the complex-
uncertain values in the marketplace. In soméy and profile of the credit. The examiner may
cases, however, intangible assets such as patovide more detailed information on the collat-
ents or trademarks have significant value andral, cash flow, and repayment history. This
should be given considerable credit. additional information is not mandatory if the
Substantial increases in long-term defhis rationale for the disposition of the credit is
symptom causes increasing dependence @therwise clear.

cash flow and long-term profits to support The extension of credit line sheets and work-
debt repayment. papers should document loan discussion com-
A major gap between gross and net saliisis  ments, identify the examiner who reviewed the
gap represents a rising level of returns angredit, and identify the officer(s) with whom the
allowances, which could indicate lower qual-credit was discussed. Line sheets should also
ity or inferior product lines. Customer dissat-include the examiner’s conclusion on the spe-
isfaction can seriously affect future profitability. cific credit and the reasons for that conclusion.
* Rising cost percentage§hese percentages As part of a review of examination and
can indicate the business’s inability or unwill-supervisory policies and procedures and to pro-
ingness to pass higher costs to the customer 8tote consistency, the items described below
its inability to control overhead expenses. have been implemented as required minimum
A rising level of total assets in relation to documentation standards for loan line sheets.
sales.f a company does more business, it willThese standards recognize a transactional
take more current assets in the form of invenapproach in examinations and reflect the effi-
tory, receivables, and fixed assets. Examinegiencies inherent in a risk-focused approach to
should be concerned when assets are increag@xaminations. The amount of information that
ing faster than sales growth. s_,hould be documented or included as part of a
Significant changes in the balance-sheet strudine sheet may vary depending on the type,
ture. These changes may not be the customai§emplexity, and materiality of the credit. How-
Changes mentioned previous|y, but they arever, all .llne Sheets. should |nC|qu the fpll_owmg
represented by marked changes spread acrdgéormation to satisfy the required minimum
many balance-sheet items and may not bdocumentation standards, as set forth by SR-
consistent with changes in the marketplace?9-25 (“Minimum Documentation Standards

profits or sales, product lines, or the generdPr Loan Line Sheets,” September 29, 1999).
nature of the business. The first seven items are frequently provided

through computer-based loan-review systems.

.

* Name and location of borroweRocument the

REQUIRED MINIMUM name of the individual or company respon-
DOCUMENTATION STANDARDS sible for repayment of the debt.
FOR LOAN LINE SHEETS  Notation if the borrower is an insider or a

related interest of an insidelf the borrower is
Certain minimum documentation must appear an insider or a related interest of the insider as
on all line examination sheets to leave an defined by Regulation O, reflect this associa-
acceptable audit trail and to support the classi- tion on the line sheet.
fication of designated loans. Currently, much o# Business or occupatiorBriefly describe the
this information is often placed on the line ticket legal entity and the type of business in which
automatically by using computer-based loan- the company is engaged, according to the
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following definitions:

— Corporation.A business organization that
is owned by shareholders who have no
inherent right to manage the business. The
organization is generally managed by a
board of directors that is elected by the
shareholders. The file should contain the
borrowing resolution indicating which
officers from the corporation are autho-
rized to sign on its behalf. Indicate if the
corporation is closely held.

Partnership A business organization, spe-¢
cifically, an association of two or more
persons to carry on as co-owners of a
business for profit. Indicate if it is a
general partnership (GP) or limited part-
nership (LP). If GP, each partner is fully
liable for the firm’s debts and actions. If
LP, at least one general partner is fully
liable, but there will also be a number of
partners whose liability is limited to that
enumerated by the partnership agreement.
Indicate each partner’s proportionate inter-
est (such as 25 or 50 percent). .
Proprietorship.A form of business orga-
nization that is owned and operated by an
individual. If the borrower is an indi-
vidual, include his or her primary occu-
pation. .
Loan termsinclude the following loan infor-
matiore: .
date of origination (note subsequent
renewals and/or extensions)

repayment terms (for example, maturity,
periodic payments, revolving)

maturity (restructured loans should be
noted as such)

interest rate (fixed or variable) (If vari- «
able, state the basis (index) upon which
the interest rate is determined.)

— originated amount of the loan

Purpose of loan.Note the purpose of each
credit facility. .
Repayment sourcéndicate the primary and

type of document, such as a recent financie
statement, formal appraisal, managemer
estimate, or any publication that maintains ¢
current market value of collateral. At a mini-
mum, the collateral assessment should includ
the following information:

— collateral value

— basis for valuation

— date of valuation

— control of collateral

— current lien status

Loan officer assigned to the credit and the
internal rating of the creditNote the name of
the loan officer responsible for the loan. Also
document the bank’s internal risk-rating. The
date of the most recent update of the ratin
should also be noted. Particular attentior
should be given to the consistency betweel
the loan classification at the current examina
tion and the assessment provided by the bank
internal loan-review department. Significant
disparities should be noted in the asset-qualit
assessment.

Total commitment and total outstanding bal-
anceslIndicate the total amount of the bank’s
legal commitment or line of credit available to
the borrower. Note the total outstanding deb
to the borrower as of the date of examination
Examination datelndicate the as-of date of
the examination.

Past-due or nonaccrual statusndicate the
past-due status (current, nonaccrual, and da
past due).

Amounts previously classifietllote the loan
amount and how the loan was previously
classified at the most recent examination (Fec
eral Reserve Bank or state).

Loan disposition (pass, special mention, or
adverse classificationNote the credit amount
and how the credit is being classified, such a
pass, special mention, substandard, doubtfu
or loss.

Rationale for examiner’s conclusions (prefer-
ably in bullet form).Indicate the reasons for

secondary sources of repayment for each creditpassing the credit or extending it for criticism,

facility.

Collateral summary and valué®escribe col-
lateral and assess the value of the collateral in
which the bank maintains a perfected security
interest. Values should be supported by some

6. If the loan is a shared national credit (SNC), this should,
be noted on the line sheet. A copy of the SNC write-up should

be attached to the line sheet, and it is not necessary to provide

any additional data.

which should be consistent with the classifi-
cation descriptions noted in “Classification
of Credits,” section 2060.1.

Name or initials of the examiner reviewing the
credit. Indicate the name or initials of the
examiner who reviewed and assigned the
classification to the credit.

Any significant comments by, or commitment
from, managementClearly and specifically
indicate relevant comments (including man-

Commercial Bank Examination Manual
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agement’s disagreement with the dispositiom
of the loan, if applicable) that may be consid-
ered when determining whether or not to
criticize the credit. Comments can include
officer's comments noted in the credit file,
information derived from discussions with

Guarantor(s).If a guarantor exists, the name,
amount of the guaranty, and date the guaranty
was signed can be noted. A summary and an
assessment of data supporting a guaranty may
also be included, along with current financial
information from the guarantor(s) which the

management, questions the examiner may havebank should obtain at least annually. Tax
about the borrower, or any other item deemed returns and supporting schedules, income state-
appropriate. If management plans to get out of ments, and other pertinent information on the
the credit relationship, a workout strategy guarantor(s) may be appropriate under certain
should be included in this section. Comments circumstances. If a troubled credit, indicate
should be included as to why management whether the guarantor has exhibited any will-
disagrees with any loan classification or how ingness to financially support the credit.
any loan was classified. * Summary of financial dataThe following
Any noted documentation exceptions or loan- information may be appropriate, based on the
administration policy or procedural weak- type and complexity of the loan:
nesses, and any contravention of law, regula- — key balance-sheet information (current
tion, or policy. Indicate any documentation ratio, D/E ratio)
exception or violation of law, regulation, or — key income items (EBITDA—earnings
policy that would be appropriate to include as before income taxes, depreciation, and
part of the report of examination. The exam- amortization; net income; profit margin)
iner may include any technical exception — cash-flow coverage (debt-service cover-
noted from the credit file that would inhibit age, interest coverage)
the ability of the loan officer or the examiner — source of financial data (company-
to make an informed and/or competent judg- prepared balance sheet, audited financial
ment about the quality of the credit relationship. statement)

» Dates and amounts of previous charge-offs.
When needed, loan line sheets should briefly Specific reserveshe examiner may indicate
note that information is not available or that whether an amount (allocated reserve) was
certain information is not reliable due to defi- specifically set aside to absorb any loss from
cient loan-administration systems and pro- the credit. When evaluating the overall
cesses, particularly with respect to loan and adequacy of the loan-loss reserve, subtract the
collateral documentation and collateral values. aggregate of allocated reserves from the total
If such deficiencies are material, a listing of the reserve balance, and subtract the aggregate
exceptions should be noted in the examination amount of loans for which allocated reserves
report. In addition, the effect of these loan- exist from the total loan balance.
administration weaknesses should be discussedThe name of the loan officer who may have
and factored into the risk-management rating. offered the most pertinent discussion items

that affected the classification decision.

.

Optional Information for Loan Line

BANKRUPTCY LAW AND
Sheets

COMMERCIAL LOANS

In addition to the above information, additionalThis section provides examiners with an over-
items should be listed when needed to describgew of the United States Bankruptcy Code (the
the terms of the credit and/or the dispositiorcode) chapters that affect commercial and indus-
accorded to it by the examiners, for exampleyrial loans. Bankruptcy law is a significant body
guarantors, amount of any specific reserve, aif law; it would be difficult in this manual to
amounts previously charged off, as describegliscuss all the issues necessary for comprehen-
below: sive understanding of the code. This subsection
» Related debt/tie-insThe name, total debt will focus on basic issues that an examiner
outstanding, and type of borrowings (such aseeds to be familiar with relative to three
real estate, commercial, installment debt) oprincipal sections of the code: chapters 7, 11,
the related party might be indicated. and 13.
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Creditors of a Bankrupt Business to a bankruptcy trustee. The trustee liquidates a

assets and distributes the net proceeds on a
A creditor in bankruptcy is anyone with a claimrata basis against the allowed claims of unse
against a bankrupt business, even if a formdured creditors. Secured creditor claims ar
claim is not filed in the bankruptcy case. Ingenerally satisfied by possession or sale of th
bankruptcy court, a claim is defined very broadlydebtor's assets. Depending on the circum
A claim may include a right to payment from astances, a secured creditor may receive tf
bankrupt business, a promise to perform workcollateral, the proceeds from the sale of the
or a right to a disputed payment from the debtofollateral, or a reafflr_matlon of the debt from
that is contingent on some other event. The twée debtor. The reaffirmed debts are generall
basic types of creditors are secured and unsgecured by property that the debtor can exem;
cured. Secured creditors are those with perfectdfP™m the bankruptcy estate, such as a home «
security interest in specific property, such ayehicle. The amount of the reaffirmation is
equipment, accounts receivable, or any othdfmited to the value of the asset at the time of the
asset pledged as collateral on a loan. Unsecur&@nkruptcy filing. Some characteristics of a
creditors are generally trade creditors and othef@1apter 7 bankruptcy are described below:
who have not taken a specific interest in prop-

erty supplied to the bankrupt debtor. * A trustee is appointed in all chapter 7 bank-
ruptcies and acts as an administrator of th

bankruptcy estate. The bankruptcy estate th:

Voluntary Versus Involuntary
Bankruptcy

When a debtor files a bankruptcy petition, it is
described as a voluntary bankruptcy filing. The
individual or organization does not have to be
insolvent to file a voluntary case. Creditors may
also file a bankruptcy petition, in which case the
proceeding is known as an involuntary bank-
ruptcy. This form of petition can occur in
chapters 7 and 11 bankruptcy cases, and the
debtor generally must be insolvent. To be deemed
insolvent, the debtor must be unable to pay debts
as they mature. However, the code does limit
who an involuntary action can be sought against.

Chapter 7—Liquidation Bankruptcy

A chapter 7 action may be filed by virtually any
person or business organization that is eligible
to file bankruptcy. Chapter 7 bankruptcy can be
filed by a sole proprietorship, partnership, cor-
poration, joint stock company, or any other
business organization. Restrictions apply to only
a few highly regulated businesses, such as
railroads, insurance companies, banks, munici-
palities, and other financial institutions. This
chapter is often referred to as “straight liquida-
tion,” or the orderly liquidation of all assets of
the entity. Generally, a debtor in a chapter 7
bankruptcy case is released from obligations to
pay all dischargeable prebankruptcy debts in
exchange for surrendering all nonexempt assets

Commercial Bank Examination Manual May 2000
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is established when the petition is filedand equity interest into classes and provide fo
becomes the legal owner of the property. Thequal treatment of such class members. A pla
trustee acts to protect the interest of all partiemust also identify those classes with impairec

affected by the bankruptcy. claims and their proposed treatment. Finally,
» The trustee has control of all nonexempimethod of implementation must be provided.
assets of the bankrupt debtor. Although plans do not have to be filed by a

The trustee is required to liquidate the estatdeadline, the bankruptcy judge will generally
quickly without jeopardizing the interests of place a deadline on the debtor or creditor authc
the affected parties. rized to prepare the plan.

The proceeds from the sale pay trustee’s fees Some characteristics of a chapter 11 bank
and other creditors. Trustee fees are detefuptcy are described below.

mined according to the amount disbursed to

the creditors and are a priority claim. * The bankrupt debtor usually controls the busi
« A chapter 7 bankruptcy is typically completed Ness during the bankruptcy proceedings. Thi
in 90 days, depending on the time needed to arrangement is referred to as “debtor in
liquidate collateral. Some chapter 7 bankrupt- POssession.”

cies take years to complete. * The business continues to operate while i
The court may allow the trustee to continue to Pankruptcy. .

operate a business, if this is consistent with The debtor is charged with the duty of devel-

the orderly liquidation of the estate. oping a reorganization plan within the first
120 days of the filing. After this period

expires, the court may grant this authority to

Chapter 11—Reorganization creditors’ committee.

« Once the plan is approved by the bankruptc
Most major or large businesses filing bank- court, the debtor's payment of debts is gener
ruptcy file a chapter 11 reorganization. As in ally limited to the schedule and amounts tha
chapter 7, virtually any business can file a are detailed in the reorganization plan.
chapter 11 reorganization. There are specializedA chapter 11 proceeding can be complex an
chapter 11 reorganization procedures for certain lengthy, depending on the number of credi-
businesses such as railroads, and chapter 11 idors, amount of the debts, amount of the
not available to stockbrokers, commodity bro- assets, and other factors that complicate th
kers, or a municipality. The basic concept behind proceedings.
chapter 11 is that a business gets temporary
relief or a reprieve from paying all debts owed

to creditors. This temporary relief gives the, _ _
business time to reorganize, reschedule its deb%hapter 13 Wage Earner Bankruptcy

(at least partially), and successfully emerge from chapter 13 bankruptcy is available to any

bankruptpy as a \{|ab|e business. The baSIﬁﬁdividual whose income is sufficiently stable
assumption underlying a chapter 11 bankruptcgnd regular to enable him or her to make

el e o o Rymerts under he plan. A5 ong a5 e nd
y q idual has regular wages or takes a regular dra

of its assets. from his or her business, the individual may

qualify under chapter 13 of the code. Undel
Reorganization Plan chapter 13, an individual or married couple car

pay their debts over time without selling their
Generally, the debtor has an exclusive 120-dagroperty. As a protection to creditors, the mone)
period to prepare and file a reorganization plarpaid to a creditor must equal or exceed the
If the debtor's plan has not been confirmedamount that the creditor would get in a liquida-
within 180 days of the bankruptcy filing, ation or chapter 7 bankruptcy. Chapter 13 may b
creditor may file a plan. A plan can provide forused for a business bankruptcy, but only if the
any treatment of creditor claims and equitybusiness is a proprietorship. In most cases, tr
interest, as long as it meets the requirements setisiness needs to be fairly small to qualify.
out in the code. For example, a plan must Some characteristics of a chapter 13 bank
designate substantially similar creditor claimsuptcy are described below:

Commercial Bank Examination Manual May 1996
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* In most cases, only an individual can file aSection 23A
chapter 13 bankruptcy.

Secured debt may not exceed $350,000.
Unsecured debt may not exceed $100,000.
The debtor must propose a good-faith plan t
repay as many debts as possible from avai

Section 23A of the Federal Reserve Act was
esigned to prevent misuse of a bank’s resources

(gtemming from non-arm’s-length transactions

with affiliates. Examiners will first need to

. 2%%;)?3?2;65 reqular pavments to a truste determine if the institution and counterparty
9 pay §avolved in a transaction are affiliates. Once this

g?%glz??lzzeslgze funds to creditors under th‘Felationship is determined, the examiner will
The trust pd ' i trol the debt ,heed to decide if the transaction is included in
€ tustee does not control the deblor§ne giapyte as a “covered transaction.” Gener-

assets. - . -
. ally, covered transactions within the lending
* A chapter 13 bankruptcy may include thepneiion of the institution would include any

debts of a sole proprietorship. The businesg,,n o extension of credit to an affiliate as
may continue to operate during the bankruptcyyefined by section 23A. Any transaction by a
After all payments are made under the plangank with any person is deemed to be a trans-
general discharge is granted. action with an affiliate to the extent that the
affiliate benefited from the transaction. A key
element of section 23A is that covered trans-

SECTIONS 23A AND 23B OF THE actions between a_t_)ank and _its affiliz_ate must be
FEDERAL RESERVE ACT on terms and conditions consistent with safe and
sound banking practices.
As a result of the Financial Institutions Reform, ©Once the examiner has determined that the
Recovery, and Enforcement Act of 1989counterparty is an affiliate and that the trans-
(FIRREA), the application of sections 23A andaction is a covered transaction, there are quan-
23B of the Federal Reserve Act was expanded Matlve limitations that apply Section 23A limits
all federally insured commercial and thrift the covered transaction between a bank and its
depository institutions. The passage of the Fec@ffiliate to no more than 10 percent of the bank’s
eral Deposit Insurance Corporation Improvecapital and surplus (defined as capital stock,
ment Act of 1991 (FDICIA) affected section SUrplus, retained earnings, and reserves for loan
23A by a”owing the appropriate federal regu|aqu.se.s). In addltlon, an InStI_tutIOh and its Sub‘
tor to revoke the “sister bank” exemption for all Sidiaries may only engage in a covered trans-
financial institutions that are “significantly action with an affiliate if, in the case of all
undercapitalized” or those that are “undercapi-2ffiliates, the aggregate amount of the covered
talized” and fail to submit and implement transactions of the institution and its subsidiaries
capital-restoration plans. In addition, FDICIAWIll not exceed 20 percent of the capital stock
prohibits critically undercapitalized banks fromand surplus of the institution.
engaging in covered transactions that are defined When the transaction involves an extension of
in section 23A without prior written approval credit to a defined affiliate, certain collateral
from the FDIC. Section 23B was added to theequirements must also be met. Generally,
Federal Reserve Act on August 10, 1987, throughxtensions of credit require certain collateral
the Competitive Equality Banking Act of 1987. margins that are tied to the type of collateral. For
This new section essentially codified additionabxample, extensions of credit that are secured
limitations regarding transactions banks havéy U.S. Treasury securities or its agencies require
with their nonbank affiliates. Previously, thesea collateral margin of 100 percent of the trans-
transactions had been governed only by Federattion amount, whereas collateral consisting of
Reserve policy or interpretation. The intent ofstock, leases, or other real or personal property
this subsection is to provide examiners withrequires a margin of 130 percent. Some collat-
general guidance on how to identify potentialeral, such as the obligations of an affiliate, is not
violations of these sections of the Federatligible. Certain exemptions to collateral require-
Reserve Act as it pertains to the commercialments were included to permit transactions that
lending function. (Specific guidance and definiposed little risk to the bank and to prevent undue
tions can be obtained from part 1 of thederal hardship among the affiliated organizations in
Reserve Regulatory Servipe carrying out customary transactions with related

May 1996 Commercial Bank Examination Manual
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entities. These exemptions include various trangxct Amendments of 1970 prohibits banks from
actions that are related to “sister bank” relation-directly tying products or services offered by the
ships, correspondent relationships, uncollecteldank or any of its affiliates. In the typical tie-in
items, or loans to affiliates secured by risklesarrangement, whether or not credit is extende

collateral. or a service is provided (or the amount charge
for the credit or service) depends upon the
Section 23B customer’s obtaining some additional product o

service from the bank or its affiliate or providing
Some additional product or service to the banl
or its affiliate. The intent of section 106(b) was
affirm the principles of fair competition by
faliminating the use of tie-in arrangements tha

section 23B state that any transaction between PPréss competition. Specifically, the sectio
bank and a defined affiliate under the act must b%revents b_anks from using t_h_elr marketl_ng powe
(1) on terms and under circumstances, includin%\'er certain products, specifically credit, to gair
credit standards, that are substantially the samg Unfair competitive advantage. There are tw
of at least as favorable to the bank or itfxceptlons to the anti-tying restrictions. The

With respect to affiliates, section 23B define
affiliates in the same manner as section 23
except that all banks are excluded from sectio
23B as affiliates. The principal requirements o

subsidiary, as those prevailing at the time fo ank may vary the consideration charged for

comparable transactions with or involving othe
nonaffiliated companies or (2) in the absenc
of comparable transactions, on terms and und
circumstances, including credit standards, th
in good faith would be offered or would apply to
nonaffiliated companies. In short, the terms an
conditions of an extension of credit to an affili-
ate under section 23B should be no more favo
able than those that would be extended to an

other borrowing customer of the bank. For ondition that a customer also obtain a tradi
covered transactions, all transactions that are

covered under section 23A are covered undé?onaI bank product from that bank_or its af“”?‘te-
section 23B; however, section 23B expanded the On April 19, 1995, the Board issued a final

. ; . le on the anti-tying provisions of section 106
list to include other transactions such as the safé; the 1970 Bank Holding Company Act

of securities or the receipt of money or service% 2 .
P y mendments. The rule establishes a “combined

from an affiliate. bal di t safe harbor f banki
The focus of section 23B is different from that?&@Nce discount™ saie harbor for a banking
organization offering varieties of services to its

of section 23A. Section 23A contains quantita-C <tomers and wishing to offer them discount
tive and collateral restrictions to protect th u wishing Iscount

bank; section 23B focuses on whether transa ased on the customers' overall relationshi

tions with nonbank affiliates are arm’s Iengthw'tg _éhe_ban_llfh or its Qoldlntg fc;orrtl_pan'\);l anzcé
and not injurious to the bank. Occasionally, ai ubsidiaries. The amendment, efiective May

extension of credit, by definition, is granted to 9956 privides thabt akbanlgh(c)il_dingtﬁomp?ny 0
an affiliate of a federally insured bank or thrift @MY Pank or nonbank subsidiary theréol may

institution, so examiners are reminded that it iéNe'ght products as it sees fit in connection witt
likely that sections 23A and 23B will be impli- its evaluation of combined-balance discount ar

cated. Essentially, examiners need to keep Or{gnﬁerhnents,.s?]tlotﬂg as ;jheposns drectelv_(l?han eq
basic principal in mind: If money flows from the or higher weig an other products. The nev

bank to an affiliate other than through a divi-rUIe expanded the Board's recent exemption to

dend, the transaction is probably a covere@rge regional banking organization to all bank-

transaction and would be enforceable undef'¥ organizations tying traditional sgrvices, supf
sections 23A and 23B as checking accounts and nontraditional bankin

products like brokerage services. It permits

banks to market products more efficiently anc
TIE-IN ARRANGEMENTS compete more effectively with their nonbanking

competitors who currently offer combined-
Section 106(b) of the Bank Holding Companybalance discount arrangements.

raditional bank product on the condition or
equirement that a customer also obtain a trad
épnal bank product from an affiliate. This ex-
eption is a limited extension of the traditional-
ank-product exception provided in section 106
he second exception applies to securitie
rokerage services (only those activities authc
'r_ized under section 225.25(b)(15) of Regula:
ion Y). A bank may vary the consideration
harged for securities brokerage services on tt

Commercial Bank Examination Manual May 1996
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Examiners should be aware that the principahe organization’s staff; (3) pertinent extensions
motive of section 106(b) is to eliminate anyof credit to borrowers whose credit facilities or
potential for “arm-twisting” customers into buy- services may be susceptible to improper tie-in
ing some other product to get the product thewarrangements imposed by the bank or company
desire. Examiners should focus on potentiallyn violation of section 106(b) or the Board’'s
illegal tie-in arrangements by reviewing (1) theregulations; and (4) where applicable, the fire-
banking organization’s internal controls andwalls that have been established between banks
procedures and its written policies and proceand their holding companies and nonbank affili-
dures in this area; (2) the training provided taates, including section 20 subsidiaries.
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Commercial and Industrial Loans

Examination Objectives .
Effective date May 1996 Section 2080.2

1. To determine if lending policies, practices4. To determine the scope and adequacy of th
procedures, and internal controls for commer- audit function.
cial and industrial loans are adequate. 5. To determine compliance with applicable
2. To determine if bank officers are operating in laws and regulations.
conformance with the established guideliness. To initiate corrective action when policies,
3. To evaluate the portfolio for credit quality, practices, procedures, objectives, or internz
performance, collectibility, and collateral controls are deficient or when violations of
sufficiency. laws or regulations have been noted.

Commercial Bank Examination Manual May 1996
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Commercial and Industrial Loans

Examination Procedures
Effective date December 1985

Section 2080.3

. If selected for implementation, complete or
update the Commercial Loan section of the
Internal Control Questionnaire.

. Based upon the evaluation of internal con-
trols and the work performed by internal/
external auditors, determine the scope of the
examination.

. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also obtain a listing of
any deficiencies noted in the latest review
done by internal/external auditors and
determine if corrections have been
accomplished.

. Obtain a trial balance of the customer lia-
bility records and:

a. Agree or reconcile balances to depart-
ment controls and the general ledger.

b. Review reconciling items for
reasonableness.

. Using an appropriate technique, select bor-
rowers for examination. Prepare credit line
cards.

. Obtain the following information from the
bank or other examination areas, if
applicable:

a. Past-due loans.

b. Loans in a nonaccrual status.

c. Loans on which interest is not being
collected in accordance with the terms of
the loan. Particular attention should be
given to loans which have been renewed
with interest being rolled into principal.

d. Loans whose terms have been modified
by a reduction on interest rate or princi-
pal payment, by a deferral of interest or
principal, or by other restructuring of
repayment terms.

e. Loans transferred, either in whole or in
part, to another lending institution as a
result of a sale, participation or asset
swap, since the previous examination.

f. Loans acquired from another lending
institution as a result of a purchase,
participation or asset swap, since the
previous examination.

g. Loan commitments and other contingent
liabilities.

h. Loans secured by stock of other deposi-
tory institutions.

i. Extensions of credit to employees, offi-
cers, directors, principal shareholders an
their interests, specifying which officers
are considered executive officers.

j.- Extensions of credit to executive offi-
cers, directors, principal shareholders an
their interests, of correspondent banks.

k. A list of correspondent banks.

I. Miscellaneous loan debit and credit sus-
pense accounts.

m. Shared national credits.

. Loans considered “problem loans” by

management.

0. Specific guidelines in the lending policy.

. Each officer’s current lending authority.

. Any useful information resulting from

the review of the minutes of the loan
and discount committee or any similar
committee.

r. Reports furnished to the loan and
discount committee or any similar
committee.

s. Reports furnished to the board of directors

Loans classified during the previous

examination.

u. The extent and nature of loans servicec

>

O T

—

. Review the information received and per-

form the following for:

a. Loans transferred, either in whole or in
part, to or from another lending institu-
tion as a result of a participation, sale/
purchase, or asset swap:

« Participations only:

— Test participation certificates and
records and determine that the par-
ties share in the risks and contrac-
tual payments on pro rata basis.

— Determine that the bank exercises
similar controls and procedures
over loans serviced for others as
for loans in its own portfolio.

— Determine that the bank, as lead or
agent in a credit, exercises similar
controls and procedures over syn-
dications and participations sold as
for loans in its own portfolio.

« Procedures pertaining to all transfers:

— Investigate any situations where
loans were transferred immedi-
ately prior to the date of examina-
tion to determine if any were trans-

Commercial Bank Examination Manual
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2080.3 Commercial and Industrial Loans: Examination Procedures
ferred to avoid possible criticism ¢. Loan commitments and other contingent
during the examination. liabilities:

— Determine whether any of the loans * Analyze the commitment or contingent
transferred were either nonperform- liability if the borrower has been
ing at the time of transfer or clas- advised of the commitment and the
sified at the previous examination. combined amount of the current loan

— Determine that low-quality loans balance (if any) and the commitment
transferred to or from the bank are or other contingent liability exceeds
properly reflected on its books at the cutoff.
fair market value (while fair mar- d. Loans classified during the previous
ket value may be difficult to examination:
determine, it should at a minimum » Current balance and payment status, or
reflect both the rate of return being + Date the loan was repaid and the
earned on such loans as well as an source of payment.
appropriate risk premium). * Investigate any situations where all or

— Determine that low-quality loans part of the funds for the repayment
transferred to the parent holding came from the proceeds of another
company or a nonbank affiliate are loan at the bank, or as a result of a
properly reflected at fair market participation, sale or swap with
value on the books of both the another lending institution.
bank and its affiliate. « If repayment was a result of a partici-

— If low-quality loans were trans- pation, sale or swap, refer to step 7a of
ferred to or from another lending this section for the appropriate exami-
institution for which the Federal nation procedures.

Reserve is not the primary regula- €. Review of leveraged buyouts:

tor, prepare a memorandum to be e In evaluating individual loans and

submitted to Reserve Bank super- credit files, particular attention should
visory personnel. The Reserve Bank be addressed to the reasonableness of
will then inform the local office of interest-rate assumptions and earnings
the primary federal regulator of the projections relied upon by the bank in
other institution involved in the extending the loan; the trend of the
transfer. The memorandum should borrowing company’s and the indus-
include the following information, try’s performance over time and the
as applicable: hlsto_ry and stability of the com_pany’s

+ Name of originating institution. earnings and cash flow, particularly

« Name of receiving institution. over the most recent business cycle;

« Type of transfer (i.e., participa- the relationship between the com-
tion, purchase/sale, swap). pany's cash-flow and debt-service

« Date of transfer reqwrements_and the resulting margin

’ of debt-service coverage; and the

* Total number of loans reliability and stability of collateral
transferred. values and the adequacy of collateral

e Total dollar amount of loans coverage.
transferred. « In reviewing the performance of indi-

* Status of the loans when trans- vidual credits, examiners should
ferred (e.g.,, nonperforming, attempt to determine if debt-service
classified, etc.). requirements are being covered by cash

 Any other information that would flow generated by the company’s
be helpful to the other regulator. operations or whether the debt-service
b. Miscellaneous loan debit and credit sus-

pense accounts:

« Discuss with management any large or
old items.

» Perform additional
deemed appropriate.

procedures as

requirements are being met out of the
proceeds of additional or ancillary
loans from the bank designed to cover
interest changes.

Policies and procedures pertaining to
leveraged buyout financing should be

May 1996
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208(

reviewed to ensure that they incorpo-
rate prudent and reasonable limits on
the totalamountandtype(by industry)

of exposure that the bank can assumé1.

through these financing arrangements.
» The bank’s pricing, credit policies, and
approval procedures should be re-
viewed to ensure that rates are reason-
able in light of the risks involved and

that credit standards are not compro2.

mised in order to increase market share.

Credit standards and internal reviewl3.

and approval standards should reflect
the degree of risk and leverage inher-
ent in these transactions.

 Total loans to finance leveraged buy-
outs should be treated as a potential
concentration of credit and if, in the
aggregate, they are sufficiently large in
relation to capital, the loans should be
listed on the concentrations page in the
examination report.

« Significant deficiencies or risks regard-
ing a bank’s leveraged buyout financ-
ing should be discussed on page 1 of
the examination report and brought to
the attention of the board of directors.

f. Uniform Review of Shared National

Credits:

e Compare the schedule of commercial
credits included in the Uniform Review
of National Credits program to the
loans being reviewed to determine
which loans are portions of shared
national credits.

* For each loan so identified, transcribe
appropriate information from the sched-
ule to line cards. (No further examina-
tion procedures are necessary for these
credits.)

8. Consult with the examiner responsible for

the Asset/Liability Management analysis to
determine the appropriate maturity break-
down of loans needed for the analysis. If
requested, compile the information using
bank records or other appropriate sources.
Refer to the Instructions for the Report of
Examination section of this manual for
considerations to be taken into account
when compiling maturity information for
the GAP analysis.

. Transcribe or compare information from the
schedules to commercial line cards, where
appropriate.

not in the sample which, based on informa-
tion derived from the above schedules
requires in-depth review.
Obtain liability and other information
on common borrowers from examiners
assigned to cash items, overdrafts, leas
financing, and other loan areas and togethe
decide who will review the borrowing
relationship.

Add collateral data to line cards selected ir

the preceding steps.

Obtain credit files for all borrowers for

whom commercial line cards were preparec

and complete line cards. To analyze the
loans, perform the following procedures:

a. Analyze balance-sheet and profit-and
loss items as reflected in current anc
preceding financial statements, and deter
mine the existence of any favorable or
adverse trends.

b. Review components of the balance shee
as reflected in the current financial state:
ments and determine the reasonablene:
of each item as it relates to the total
financial structure.

c. Review supporting information for the
major balance-sheet items and the
techniques used in consolidation, if
applicable, and determine the primary
sources of repayment and evaluate thei
adequacy.

d. Ascertain compliance with provisions of
loan agreements.

e. Review digest of officers’ memoranda,
mercantile reports, credit checks and cor
respondence to determine the existenc
of any problems which might deter the
contractual liquidation program.

f. Relate collateral values to outstanding
debt.

g. Compare interest rates charged to thi
interest-rate schedule and determine
that the terms are within established
guidelines.

h. Compare the original amount of loan
with the lending officer’s authority.

i. Analyze secondary support afforded by
guarantors and endorsers.

j- Ascertain compliance with the bank’s
established commercial loan policy.

k. Determine whether public officials are
receiving preferential treatment and
whether there is any correlation betweer
loans to public officials and deposits they

10. Prepare commercial line cards for any loan may control or influence.

Commercial Bank Examination Manual May 1996
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14. For selected loans, check central liability

15.

16.

17.

file on borrowers indebted above the cutoff

or borrowers displaying credit weakness or

suspected of having additional liability in
other loan areas.

Transcribe significant liability and other

information on officers, principals and af-

filiations of appropriate borrowers con-
tained in the sample. Cross-reference line
cards to borrowers, where appropriate.

Prepare “Report of Loans Supported by

Bank Stock,” if appropriate. Determine if a

concentration of any bank’s stock has been

pledged.

Determine compliance with laws, rulings,

and regulations pertaining to commercial

lending by performing the following steps
for:

a. Lending Limits:

» Determine the bank’s lending limits as
prescribed by state law.

» Determine advances or combinations
of advances with aggregate balances
above the limit, if any.

b. Section 23A, Federal Reserve Act (12
USC  371(c))—Transactions  with
Affiliates:

» Obtain a listing of loans to affiliates.

« Test check the listing against the bank’s
customer liability records to determine
its accuracy and completeness.

 Obtain a listing of other covered trans-
actions with affiliates (i.e., purchase of
loans from affiliates or acceptance of
affiliates’ securities as collateral for
loan to any person).

» Ensure that covered transactions with
affiliates do not exceed limits of sec-
tion 23A.

» Ensure that covered transactions with
affiliates meet the appropriate collat-
eral requirements of section 23A.
Determine that low quality loans have
not been purchased from an affiliate.

» Determine that all transactions with
affiliates are on terms and conditions
that are consistent with safe and sound
banking practices.

c. 18 USC 215—Commission or Gift for
Procuring Loan:

» While examining the commercial loan
area, determine the existence of any
possible cases in which a bank officer,
director, employee, agent, or attorney
may have received anything of value

for procuring or endeavoring to pro-
cure any extension of credit.

* Investigate any such suspected
situation.

. Federal Election Campaign Act (2 USC

441b)—Political Contributions:

* While examining the commercial loan
area, determine the existence of any
loans in connection with any politi-
cal campaigns.

» Review each such credit to determine
whether it is made in accordance with
applicable banking laws and in the
ordinary course of business.

. 12 USC 1972—Tie-In Provisions:

* While reviewing credit and collateral
files (especially loan agreements)
determine whether any extension of
credit is conditioned upon:

— Obtaining or providing an addi-
tional credit, property, or service to
or from the bank or its holding
company, other than a loan, dis-
count, deposit, or trust service.

— The customer not obtaining a credit,
property or service from a competi-
tor of the bank or its holding com-
pany (or a subsidiary of its holding
company), other than a reasonable
condition to ensure the soundness
of the credit. (See “Tie-In Consid-
erations of the BHC Act,” section
3500.0 of theBank Holding Com-
pany Supervision Manual

. Insider Lending ActivitiesThe examina-

tion procedures for checking compliance

with the relevant law and regulation

covering insider lending activities and
reporting requirements are as follows

(the examiner should refer to the appro-

priate sections of the statutes for specific

definitions, lending limitations, reporting
requirements, and conditions indicating
preferential treatment):

1. Regulation O (12 CFR 215)—Loans
to Executive Officers, Directors,
Principal Shareholders, and Their
Interests:

» While reviewing information relat-
ing to insiders received from the
bank or appropriate examiner
(including loan participations, loans
purchased and sold, and loan swaps):
— Test the accuracy and complete-

ness of information about com-
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mercial loans by comparing it
to the trial balance or loans
sampled.

— Review credit files on insider
loans to determine that required
information is available.

— Determine that loans to insiders
do not contain terms more
favorable than those afforded
other borrowers.

— Determine that loans to insiders
do not involve more than nor-
mal risk of repayment or present
other unfavorable features.

— Determine that loans to insid-
ers, as defined by the various
sections of Regulation O, do not
exceed the lending limits
imposed by those sections.

— If prior approval by the bank’s
board was required for a loan to
an insider, determine that such
approval was obtained.

— Determine compliance with the
various reporting requirements
for insider loans.

— Determine that the bank has
made provisions to comply with
the public disclosure require-
ments of Regulation O.

— Determine that the bank main-
tains records of such public
requests and the disposition of
the requests for a period of two
years.

2. Title VIII of the Financial Institutions
Regulatory and Interest Rate Control
Act of 1978 (FIRA) (12 USC
1972(2))—Loans to Executive Offi-
cers, Directors, and Principal Share-
holders of Correspondent Banks:

Obtain from or request the examin-

ers reviewing “Due from Banks”

and “Deposit Accounts” to verify a

list of correspondent banks pro-

vided by bank management, and
ascertain the profitability of those
relationships.

Determine that loans to insiders of

correspondent banks are not made

on preferential terms and that no
conflict of interest appears to exist.

g. 12 USC 1730—Loans Secured by Bank

Stock:
* While examining the commercial loan

J-

area, determine the existence of any
loans secured by or to be secured by
25 percent or more of the outstanding
voting stock or rights of an insured
financial institution.

* In each case, determine that the chie
executive officer has promptly re-
ported such fact to the proper regula-
tory authority.

. 12 USC 83 (Rev. Stat. 5201) made appli:

cable to state member banks by sectiol

9, para. 6 of the Federal Reserve Act (12

USC 324)—Loans Secured by Own Stoc

(See also section 3-1505 of FRRS):

* While examining the commercial loan
area, determine the existence of an
loans secured by the bank’s own share
or capital notes and debentures.

e Confer with examiner assigned
“Investment Securities” to determine
whether the bank owns any of its own
shares or its own notes and debenture:

« In each case in which such collateral or
ownership exists, determine whethel
the collateral or ownership was taken
to prevent loss on a debt previously
contracted (DPC) transaction.

* In each case of ownership, determine
whether the shares or subordinatec
notes and debentures have been hel
for a period of not more than six
months.

Regulation U (12 CFR 221)While
reviewing credit files, check the follow-
ing for all loans that are secured directly
or indirectly by margin stock and were
extended for the purpose of buying or
carrying margin stock:

» Except for credits specifically ex-
empted under Regulation U, determine
that the required Form FR U-1 has
been executed for each credit by the
customer, and signed and accepted b
a duly authorized officer of the bank
acting in good faith.

* Determine that the bank has not
extended more than the maximum loar
value of the collateral securing such
credits, as set by section 221.8 of
Regulation U, and that the margin
requirements are being maintained.

Financial Recordkeeping and Reporting

of Currency and Foreign Transactions

(31 CFR 103)—Retention of Credit Files:

« Determine compliance with other spe-
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18.

19.

20.

cific exceptions and restrictions of the
regulation as they relate to the credits
reviewed.

» Review the operating procedures and
credit file documentation and deter-21.
mine if the bank retains records of
each extension of credit over $5,000,
specifying the name and address of the
borrower, the amount of credit, the
nature and purpose of the loan and the
date thereof. (Loans secured by an
interest in real property are exempt.)

Determine whether the consumer compli-

ance examination uncovered any violations

of law or regulation in this department. If
violations were noted, determine whethe22.
corrective action was taken. Test subse-
guent compliance with any law or regula-
tion so noted.

Perform appropriate procedural steps in the

Concentration of Credits section in this

manual.

Discuss with appropriate officers and pre23.

pare summaries in appropriate report form

of:

a. Delinquent loans, segregating those con-

sidered "A’ paper.

b. Violations of laws and regulations.

c. Loans not supported by current and com-

plete financial information.

d. Loans on which collateral documenta-
tion is deficient.

. Concentration of credits.

Criticized loans.

. Inadequately collateralized loans.

. Small Business Administration or other
government-guaranteed delinquent or
criticized loans.

i. Transfers of low-quality loans to or from

another lending institution.

oDQ ™o

24.

j. Extensions of credit to principal share-

holders, employees, officers, directors
and related interests.

k. Other matters regarding condition of
department.

Inform the Reserve Bank of all criticized

participation loans which are not covered

by the shared national credit program.

Include the names and addresses of all

participating state member banks and cop-

ies of loan classification comments. (This
step deals with loans that deteriorated sub-
sequent to participation and does not dupli-
cate step 7a which deals with transfers of
loans that were of low quality when
transferred).

Inform the Reserve Bank of those loans

eligible for the shared national credit pro-

gram which were not previously reviewed.

Include the names and addresses of all

participants and the amounts of their credit.

(This step applies only to credits where the

bank under examination is the lead bank.)

Evaluate the function with respect to:

a. The adequacy of written policies relating
to commercial loans.

b. The manner in which bank officers are
operating in conformance with estab-
lished policy.

c. Adverse trends within the commercial
loan department.

d. The accuracy and completeness of the
schedules obtained from the bank.

e. Internal control deficiencies or exceptions.

Recommended corrective action when

policies, practices or procedures are

deficient.

g. The competency of departmental
management.

h. Other matters of significance.

Update the workpapers with any informa-

tion that will facilitate future examinations.

bl
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Internal Control Questionnaire
Effective date March 1984

Section 2080.4

Review the bank’s internal controls, policies,
practices, and procedures for making and ser-
vicing commercial loans. The bank’'s system *7.
should be documented in a complete and con-
cise manner and should include, where appro-
priate, narrative descriptions, flow charts, copies

of forms used, and other pertinent information. 8.
Iltems marked with an asterisk require substan-

tiation by observation or testing.

POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ- 1o

ten commercial loan policies that:

a. Establish procedures for reviewing com- 11

mercial loan applications?
b. Define qualified borrowers?

c. Establish minimum standards for 12,

documentation?

. Are commercial loan policies reviewed at
least annually to determine if they are
compatible with changing market
conditions?

and investigated by persons who do no
also handle cash?

Are documents supporting recorded credi
adjustments checked or tested subsequent
by persons who do not also handle cash (i
so, explain briefly)?

Is a daily record maintained summarizing
note transaction details, i.e., loans made
payments received, and interest collectec
to support applicable general ledger accour
entries?

. Are frequent note and liability ledger trial

balances prepared and reconciled with cor
trolling accounts by employees who do not
process or record loan transactions?

Is an overdue account report generate
frequently (if so, howoften_____ )?
Are subsidiary payment records and file:
pertaining to serviced loans segregate
and identifiable?

Do loan records provide satisfactory audi
trails which permit the tracing of transac-
tions from initiation to final disposition?

LOAN INTEREST

*13. Is the preparation and posting of interes

RECORDS

*3. Is the preparation and posting of subsidi-

ary commercial loan records performed or

reviewed by persons who do not also:

a. Issue official checks or drafts?

b. Handle cash?

c. Approve loans?

d. Reconcile subsidiary records to the gen-
eral ledger?

*4. Are the subsidiary commercial loan records

records performed or reviewed by person:
who do not also:

a. Issue official checks or drafts?

b. Handle cash?

14. Are any independent interest computation

made and compared or tested to initia
interest record by persons who do not also
a. Issue official checks or drafts?

b. Handle cash?

reconciled daily with the appropriate gen-COLLATERAL

eral ledger accounts, and are reconciling

items investigated by persons who do not 15. Are multicopy, prenumbered records main:

also handle cash?

. Are delinquent account collection requests
and past-due notices checked to the trial
balances that are used in reconciling com-
mercial loan subsidiary records with gen-

eral ledger accounts, and are they handled
only by persons who do not also handle

cash? *16.
6. Are inquiries about loan balances received

tained that:

a. Detail the complete description of col-
lateral pledged?

b. Are typed or completed in ink?

c. Are signed by the customer?

d. Are designed so that a copy goes to th
customer?

Are the functions of receiving and releasing

collateral to borrowers and of making

Commercial Bank Examination Manual
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17.

18.

entries in the collateral register performed 32.
by different employees?

Is negotiable collateral held under joint 33.
custody?

Are receipts signed by the customer
obtained and filed for released collateral?

Are all loan rebates approved by an officer

and made only by official check?

Does the bank have an internal review

system that:

a. Re-examines collateral items for nego-
tiability and proper assignment?

*19. Are securities and commodities valued b. Checks values assigned to collateral
and margin requirements reviewed at least when the loan is made and at frequent
monthly? intervals thereafter?

20. When the support rests on the cash surren-  c. Determines that items out on temporary
der value of insurance policies, is a peri- vault-out tickets are authorized and have
odic accounting received from the insur- not been outstanding for an unreason-
ance company and maintained with the able length of time?
policy? d. Determines that loan payments are

21. Is a record maintained of entry to the promptly posted?
collateral vault? 34. Are all notes assigned consecutive num-

22. Are stock powers filed separately to bar bers and recorded on a note register or
negotiability and to deter abstraction of similar record? Do numbers on notes agree
both the security and the negotiating to those recorded on the register?
instrument? 35. Are collection notices handled by some-

23. Are securities out for transfer, exchange, one not connected with loan processing?
etc., controlled by prenumbered temporary 36. Are payment notices prepared and mailed
vault-out tickets? by someone other than the loan teller?

24. Has the bank instituted a system which: 37. Does the bank prohibit the holding of
a. Ensures that security agreements are  debtor’s checks for payment of loans at

filed? maturity?

b. Ensures that collateral mortgages ar&38. Concerning livestock loans:
properly recorded? a. Are inspections made at the inception

c. Ensures that title searches and property of credit?
appraisals are performed in connection b. Are inspections properly dated and
with collateral mortgages? signed?

d. Ensures thatinsurance coverage (includ-  c. Is there a breakdown by sex, breed, and
ing loss payee clause) is in effect number of animals in each category?
on property covered by collateral d. Is the condition of the animals noted?
mortgages? e. Are inspections required at least

25. Are coupon tickler cards set up covering annually?
all coupon bonds held as collateral? *39. Concerning crop loans:

26. Are written instructions obtained and held a. Are inspections of growing crops made
on file covering the cutting of coupons? as loans are advanced?

27. Are coupon cards under the control of b. Are disbursements closely monitored to
persons other than those assigned to cou- ensure that the proceeds are properly
pon cutting? channeled into the farmer’s operation?

28. Are pledged deposit accounts properly c. Is crop insurance encouraged?
coded to negate unauthorized withdrawal 40. In mortgage warehouse financing, does the
of funds? bank hold the original mortgage note, trust

29. Are acknowledgments received for pledged deed, or other critical document, releasing
deposits held at other banks? only against payment?

30. Is an officer's approval necessary before4l. Concerning commodity lending:
collateral can be released or substituted? a. Is control for the collateral satisfactory,

i.e., stored in the bank’s vault, another
bank, or a bonded warehouse?

OTHER b. If collateral is not stored within the

bank, are procedures in effect to ascer-

31. Are notes safeguarded during banking tain the authenticity of the collateral?
hours and locked in the vault overnight? c. Does the bank have a documented
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security interest in the proceeds of the financed by bank loans remain fully
future sale or disposition of the com- hedged?

modity as well as the existing collateral

position?

d. Do credit files document that the
financed positions are and remain fully,
hedged? CONCLUSION

42. Concerning loans to commodity brokers
and dealers:

a. Does the bank maintain a list of the
major customer accounts on the brokers
or dealers to whom it lends? If so, is the
list updated on a periodic basis?

b. Is the bank aware of the broker-dealer’s
policy on margin requirements and the
basis for valuing contracts for margin
purposes (i.e., pricing spot vs. future)? 44. Based on a composite evaluation, as ev

c. Does the bank attempt to ascertain denced by answers to the foregoing

43. |s the foregoing information considered ar
adequate basis for evaluating internal con
trol in that there are no significant defi-
ciencies in areas not covered in this ques
tionnaire that impair any controls? Explain
negative answers briefly, and indicate any
additional examination procedures deeme
necessary.

whether the positions of the broker- questions, internal control is considerec
dealer’'s clients that are indirectly (adequate/inadequate).
Commercial Bank Examination Manual May 1996
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Real Estate Loans _
Effective date May 2000 Section 2090.1

INTRODUCTION administration procedures, and credit-risk con
trol procedures, as well as the bank’s compli
Real estate lending is a major function of mosance with its policy.
banks. However, the composition of banks’ real As mandated by section 304 of the Federa
estate loan portfolios will vary because of dif-Deposit Insurance Corporation Improvement Ac
ferences in the banks’ asset size, investmeiwf 1991 (FDICIA), the Federal Reserve Board
objectives, lending experience, market competialong with the other banking agencies, adopte
tion, and location. Additionally, state memberin December 1992 uniform regulations prescrib
banks’ lending activity is subject to supervisioning standards for real estate lending. FDICIA
by state banking regulatory agencies, whichilefines real estate lending as extensions of crec
may impose limitations such as restrictions orsecured by liens on or interests in real estate ¢
lending territory, types of lending, percentage ofmade for the purpose of financing the construc
assets in real estate loans, loan limits, loan-taion of a building or other improvements to real
value ratios, and loan terms. estate, regardless of whether a lien has bee

Because of the differences in state bankinggken on the property.

laws, this section of the manual provides only an

overview of the Federal Reserve’s supervisory The Federal Reserve’s Regulation H require

and regulatory requirements for a safe an@n institution to adopt real estate lending poli-

sound real estate lending program. For species that are—

cific information on lending limitations and

restrictions, refer to the applicable state banking consistent with safe and sound banking

laws. In addition, information related to real practices,

estate construction lending is discussed in see-appropriate to the size of the institution ano

tion 2100.1 of this manual. the nature and scope of its operations, and
* reviewed and approved by the bank’s board o

directors at least annually.

REAL ESTATE LENDING These lending policies must establish—
POLICY MANDATED BY
FDICIA SECTION 304

« loan portfolio diversification standards;
e prudent underwriting standards that are clea

A bank’s real estate lending policy is a broad and .measurable, including  loan-to-value
statement of its standards, guidelines, and limi- limits; L ) o
tations that senior bank management and lend-0an-administration procedures for the institu
ing officers are expected to adhere to when tion’s real estate portfolio; and _
making a real estate loan. The maintenance 6f documentation, approval, and reporting
prudent written lending policies, effective inter- requirements to monitor compliance with the
nal systems and controls, and thorough loan bank’s real estate lending policies.

documentation is essential to the bank’s man- _ ]
agement of the lending function. Furthermore, the bank is expected to monito

The policies governing a bank's real estatgonditions in the real estate market in its lending

lending activities must include prudent under'€@ t0 ensure that its policies continue to b

writing standards that are clearly communicate@PPropriate for current market conditions.

to the institution’s management and lending

staff. The bank should also have credit-risk

control procedures that include, for example, an

effective credit-review and classification pro-GU|DE|-INES ESTABLISHED

cess and a methodology for ensuring that thEURSUANT TO

allowance for loan and lease losses is maifFDICIA SECTION 304

tained at an adequate level. As part of the

analysis of a bank’s real estate loan portfolioThe criteria and specific factors that a bank
examiners should review lending policies, loanshould consider in establishing its real estat
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lending policies are set forth in the Interagencyhould also consider the need to avoid undue
Guidelines for Real Estate Lending Policiesconcentrations of risk and compliance with all
which is appendix C of Regulation H. Thesereal estate—related laws and regulations (such as
guidelines apply to transactions (includingthe Community Reinvestment Act, Truth in
legally binding, but unfunded, lending commit-Lending Act, Real Estate Settlement Procedures
ments) originated on or after March 19, 1993. Act, and antidiscrimination laws).

The bank should monitor the conditions in the
real estate markets in its lending area so that it
can react quickly to changes in market condi-
tions that are relevant to the lending decision.

, . . . _This should include monitoring market supply-

;—gﬁerbaelm(l)(ustli#eten(j)lfngiitspr?:::riefh;rlgg' ;O?;?élt:?d-demand factors, such as employment trends;

loan portfolio distribution; and the manner in conomic |nd|catc_>rs; current an_d p“’Je‘?‘ed
Ygeancy, construction, and absorption rates; and

which real estate loans are made, serviced, arrent and projected lease terms, rental rates
collected. Lending policies should include— proj ' !
and sales prices.

« identification of the geographic areas in which

the bank will consider lending;

establishment of a loan portfolio diversifica-UnderWriting Standards
tion policy and limits for real estate loans by

type and geographic market (for exampleThe bank's lending policies should reflect the

Loan Portfolio Management

limits on higher-risk loans); level of risk that is acceptable to its board of
* identification of the appropriate terms anddirectors, and provide clear and measurable
conditions by type of real estate loan; underwriting standards that enable the bank’s

establishment of loan-origination and -approvalending staff to evaluate all relevant credit
procedures, both generally and by size anghctors. These factors include—

type of loan;

establishment of prudent underwriting stan< the capacity of the borrower or income from
dards, including loan-to-value (LTV) limits, the underlying property to adequately service
that are clear and measurable and consistentthe debt;

with the supervisory LTV limits contained in « the market value of the underlying real estate
the interagency guidelines; collateral;

establishment of review and approval proces the overall creditworthiness of the borrower,

dures for exception loans, including loans, the |evel of the borrower’s equity invested in
with LTV ratios in excess of the interagency ihe property:

gu;ds:!nﬁs sutpe;wIsory I|gw|t§;. rati e any secondary sources of repayment; and
establishment ofloan-administration proces any additional collateral or credit enhance-

dures, including documentation, disburse- ments. such as quarantees. mortaade insur-
ment, collateral inspection, collection, and ’ 9 . ’ 9ag
ance, or takeout commitments.

loan review;

establishment of real estate appraisal anglie there is no one lending policy appropriate

evaluation programs consistent with theq oy panks  there are certain standards that a
FeQeraI Reserve's appraisal regulation ané)ank should address in its policy, such as—
guidelines; and '

a requirement that management monitor thg he maximum loan amount by type of
loan portfolio and provide timely and ad- property.
equate reports to the bank’s board of directors. the ma>’<imum loan maturities by type of

The complexity and scope of these policies property,_
and procedures should be appropriate for the @mortization schedules,
market, size, and financial condition of the® the pricing structure for each type of real
institution and should reflect the expertise and €state loan, and
size of the lending staff. The bank’s policiese loan-to-value limits by type of property.
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For development and construction projecteral and readily marketable collateral securin
and completed commercial properties, the bank'the credit.
policy should also establish appropriate stan- In accordance with the Federal Reserve’
dards for the unique risks associated with thesgppraisal regulation and guidelines, the value ¢
types of real estate loans by addressing the sizge real estate collateral should be set forth in a
type, and complexity of the project. Such stanappraisal or evaluation (whichever is appropri-
dards should include the acceptability of andate) and should be expressed in terms of mark
limits for nonamortizing loans and interestvalue. However, for loans to purchase an exist
reserves; requirements for pre-leasing and préag property, the term “value” means the lesser
sale; limits on partial recourse or nonrecoursef the actual acquisition cost to the borrower ol
loans; requirements for guarantor supportthe estimate of value as presented in th
requirements for takeout commitments; and minappraisal or evaluation. See “Real Estate
imum covenants for loan agreements. FurtheAppraisals and Evaluations,” section 4140.1 of
more, the bank’s policy should set minimumthis manual for further discussion of the Federa
requirements for initial investment by the bor-Reserve’s appraisal regulation and guidelines.
rower; maintenance of hard equity throughout “Other acceptable collateral” refers to any
the life of the project; and net worth, cash flow,collateral in which the lender has a perfectec
and debt-service coverage of the borrower osecurity interest, that has a quantifiable value
underlying property. and that is accepted by the lender in accordanc
with safe and sound lending practices. Thi:
includes inventory, accounts receivables, equif
ment, and unconditional irrevocable standby
letters of credit.

The bank should have procedures for handling Readily marketable collateral means insure
loan requests from creditworthy borrowersdeposits, financial instruments, and bullion in
whose credit needs do not conform with theVhich the lender has a perfected interest. Finar
bank’s general lending policy. As a part of thecial instruments Qnd bqlllon must be readily
permanent loan file, the bank should documerfi@lable under ordinary circumstances at a ma
justification for approving such loans. More-Ket value determined by quotations based o
over, in the course of monitoring complianceacn!al transactions, on an auction, or similarly
with its own real estate lending policy, bankavailable daily bid and asking price.

management should report to its board of direc- Other acceptable collateral and readily mar
tors loans of a significant size that are excepketable collateral should be appropriately dis
tions to bank policy. An excessive volume ofcounted by the lender consistent with the bank’
exceptions to the institution’s own policies maytSual practices for making loans secured b

signal weaknesses in its underwriting practiceSUch collateral. The lender may not consider th
or a need to revise its policy. general net worth of the borrower, which might

be a determining factor for an unsecured loan, &
equivalent to other acceptable collateral fol
determining the LTV on a secured real estat
loan. Furthermore, if an institution attempts to
circumvent the supervisory LTV limits by lend-
o ) ing a portion of the funds on a secured basis an
loan-to-value (LTV) limits for each type of real instructed to consider the two loans as one i
estate loan that is permitted by its loan policycertain similarities are found. These similarities
The LTV ratio is derived at the time of loan are based upon facts such as common origin:
origination by dividing the extension of credit, tion dates or loan purposes, and should be use
including the amount of all senior liens on, orto determine compliance with the supervisory
other senior interests in, the property, by th&TV limits. The bank’s policy should reflect the
total value of the property or properties securingupervisory limits set forth in the Interagency
or being improved by the extension of credit,Guidelines for Real Estate Lending Policies,
plus the amount of any other acceptable collatwhich are shown in the following table.

Exceptions to Underwriting Standards

Supervisory Loan-to-Value Limits
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Table 1_Supervisory Loan-to-Value extension of credit for a property containing
Limits fewer than five individual dwelling units, includ-

ing manufactured homes permanently affixed to
the underlying property.

Loan Category Loan-to-Value Limit
Multifamily construction loarmeans an exten-
Raw land 65% sion of credit for a residential property contain-
Land development, including ing five or more individual units, including
improved land loans 75% condominiums and cooperatives.
Construction: Improved property loamefers to (1) farmland,
Commercial, multifamily, ranchland, or timberland committed to ongoing
and other nonresidential ~ 80% management and agricultural production;
One- to four-family residential 85% (2) one- to four-family residential property that

is not owner-occupied; (3) residential property

Improved property 85% containing five or more individual dwelling
Owner-occupied one- to units; (4) completed commercial property; or
four-family and home equity ** (5) other income-producing property that has

been completed and is available for occupancy
** A loan-to-value limit has not been established forand use, except income-producing owner-

permanent mortgage or home equity loans on owner—occupiqgccupied one- to four-family residential
one- to four-family residential property. However, for any

such loan with a loan-to-value ratio that equals or exceedgroperty'
90 percent at origination, an institution should require appro- . ) ) )
priate credit enhancement in the form of either mortgagédwner-occupied one- to four-family residential

insurance or readily marketable collateral. propertymeans that the owner of the unde”ying
real property occupies at least one unit of the

For purposes of these supervisory limits, theeal property as a principal residence.

loan categories are defined as follows:

For loans that fund multiple phases of the same
Raw land loanmeans an extension of credit inreal estate project, the appropriate LTV limit is
which the funds are used to acquire and/or holthe supervisory LTV limit applicable to the final
raw land. phase of the project. For example, when the loan

is for the acquisition and development of land
Land development loameans an extension of and the construction of an office building in
credit for the purpose of improving unimprovedcontinuous phases of development, the appro-
real property before the erection of any strucpriate supervisory LTV limit for the project loan
tures. Such improvements include the laying owould be 80 percent (the supervisory LTV limit
placement of sewers, water pipes, utility cabledpr commercial construction). However, this
streets, and other infrastructure necessary faoes not imply that the lender can finance the
future development. This loan category alsdotal acquisition cost of the land at the time the
includes an extension of credit for the acquisiraw land is acquired by assuming that this
tion of improved land, such as residential lots irfinancing would be less than 80 percent of the
an established development. If there are miniproject’s final value. The lender is expected to
mal improvements to the land, and the timefund the loan according to prudent disbursement
frame for construction of the dwelling or build- procedures that set appropriate levels for the
ing has not been scheduled to commence in tHeorrower’s hard equity contributions throughout
foreseeable future, the loan generally should béae disbursement period and term of the loan. As
considered a raw land loan. a general guideline, the funding of the initial

acquisition of the raw land should not exceed
Construction loarmeans an extension of creditthe 65 percent supervisory LTV limit; likewise,
for the purpose of erecting or rehabilitatingthe project cost to fund the land development
buildings or other structures, including anyphase of the project should not exceed the
infrastructure necessary for development. 75 percent supervisory LTV limit.

For a multiple-phase one- to four-family resi-

One- to four-family residential loameans an dential loan in which the lender is funding both
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the construction of the house and the permanent a bank as its level of loans in excess of
mortgage to a borrower who will be the owner-supervisory LTV limits approaches the capital
occupant, there is no supervisory LTV limit.limitations. Nevertheless, a nonconforming loar
However, if the LTV ratio equals or exceedsshould not be criticized solely because it doe!
90 percent, the bank should require an approprirot adhere to supervisory limits.
ate credit enhancement in the form of either The aggregate amount of nonconforming loan
mortgage insurance or readily marketablenay not exceed 100 percent of a bank’s tota
collateral. risk-based capital (referred to as the noncon
When a loan is fully cross-collateralized byforming basket). Within this limit, the aggregate
two or more properties, the maximum loanamount of non—one- to four-family residential
amount is determined by first multiplying eachloans (for example, raw land, commercial, mul-
property’s collateral value by the LTV ratio tifamily, and agricultural loans) that do not
appropriate to that property and then deductingonform to supervisory LTV limits may not
from that product any existing senior liens onexceed 30 percent of total risk-based capita
that property. The resulting sum is the maximunThe remaining portion of the nonconforming
loan amount that may be extended under crosbasket includes the aggregate amount of one- |
collateralization. To ensure that collateral marfour-family residential development and con-
gins remain within the supervisory limits, thestruction loans, non-owner-occupied one- tc
bank should redetermine conformity whenevefour-family residential loans with an LTV ratio
collateral substitutions are made to the collaterajreater than 85 percent, and owner-occupie
pool. one- to four-family residential loans with an
LTV ratio equal to or exceeding 90 percent
without mortgage insurance or readily market:
Loans in Excess of Supervisory able collateral.
LTV Limits For the purpose of determining the loans
subject to the 100 percent of risk-based capite
The Federal Reserve believes that it may bkmitation, and for the purposes of determining
appropriate for a bank, in certain circumstanceghe aggregate amount of such loans, institution
to originate or purchase loans with LTV ratios inshould include loans that are secured by th
excess of supervisory limits, based on the sugameproperty, when the combined loan amoun
port provided by other credit factors that theequals or exceeds 90 percent LTV and there |
bank documented in its permanent credit filesno additional credit support. In addition, insti-
While high LTV lending poses higher risk for tutions should include the recourse obligation o
lenders than traditional mortgage lending, higkany such loan sold with recourse. If there is &
LTV lending can be profitable when these riskgeduction in principal or senior liens or if the
are effectively managed and loans are pricedorrower contributes additional collateral or
based on risk. Therefore, institutions involved inequity that brings the LTV ratio into supervisory
high LTV lending should implement risk- compliance, the loan is no longer considere
management programs that identify, measur@onconforming and may be deleted from the
monitor, and control the inherent risks (seejuarterly nonconforming loan report to the
SR-99-26 and the attached “Interagency Guideirectors.
ance on High LTV Residential Real Estate The following guidance is provided for cal-
Lending,” October 8, 1998). The primary creditculating the LTV when multiple loans and more
risks associated with this type of lending arghan one lender are involved. The institution
increased default risk and losses, inadequashould include its loan and all senior liens on ol
collateral, longer term and thus longer exposurenterests in the property in the total loan amoun
and limited default remedies. when calculating the LTV ratio. The following
examples are provided:
Capital limits. A bank’s nonconforming loans—
those in excess of the supervisory LTV limits—e Bank A holds a first-lien mortgage on a
should be identified in bank records, and the property and subsequently grants the borrowe
aggregate amount, along with the performace a home equity loan secured by the sam
experience of the portfolio, should be reported at property. In this case, the bank would combine
least quarterly to the bank’s board of directors. both loans to determine if the total amount
There should be increased supervisory scrutiny outstanding equaled or exceeded 90 percent
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the property’s market value. If the LTV ratio excluding such transactions from the application
equals or exceeds 90 percent and there is rad the supervisory LTV and capital limits. This
other appropriate credit support, the entiréncludes loans—

amount of both loans is an exception to the
supervisory LTV limits and is included in the *
aggregate capital limitation.

« Bank A grants a borrower a home equity loan
secured by a second lien. Bank B holds a
first-lien mortgage for the same borrower and
on the same property. Bank A would combine
the committed amount of its home equity loan
with the amount outstanding on Bank B’s
first-lien mortgage to determine if the LTV

guaranteed or insured by the U.S. government
or its agencies, provided the amount of the
guaranty or insurance is at least equal to the
portion of the loan that exceeds the supervi-
sory LTV limit.

backed by the full faith and credit of a state

government, provided the amount of the guar-
anty or insurance is at least equal to the
portion of the loan that exceeds the supervi-
sory LTV limit.

ratio equaled or exceeded 90 percent of the gyaranteed or insured by a state, municipal, or

property’s market value. If the LTV ratio

local government or agency, provided the

equals or exceeds 90 percent and there is NOgmount of the guaranty or insurance is at least

other appropriate credit support, Bank As
entire home equity loan is an exception to the
supervisory LTV limits and is included in the
aggregate capital limitation. Bank A does not
report Bank B’s first-lien mortgage loan as an,
exception, but must use it to calculate the LTV
ratio.

When a loan’s LTV ratio is reduced below
90 percent by amortization or additional credit
support, it is no longer an exception to the
guidelines and may be excluded from the insti-
tution’s 100 percent of capital limitation.
Institutions will come under increased super-
visory scrutiny as the total of all loans in excess
of the supervisory LTV limits, including high
LTV residential real estate loan exceptions,
approaches 100 percent of total capital. If an
institution exceeds the 100 percent of capital

equal to the portion of the loan that exceeds
the supervisory LTV limit and that the guar-
antor or insurer has the financial capacity and
willingness to perform.
sold promptly (within 90 days) after origina-
tion. A supervisory determination may be
made that this exclusion is not available for an
institution that has consistently demonstrated
significant weaknesses in its mortgage bank-
ing operations. (If a loan is sold with recourse
and the LTV is in excess of supervisory limits,
the recourse portion of the loan counts toward
the bank’s limit for nonconforming loans.)
renewed, refinanced, or restructured—
— without the advancement of new monies
(except reasonable closing costs); or
— in conjunction with a clearly defined and
documented workout, either with or with-
out the advancement of new funds.

limit, a supervisory assessment may be needsdfacilitating the sale of real estate acquired by
to determine whether there is any concern that the lender in the course of collecting a debt
warrants taking appropriate supervisory action. previously contracted in good faith.
Such action may include directing the institutions in which a lien on real property is taken
(1) to reduce its loans in excess of the supervi- through an abundance of caution; for exam-
sory LTV limits to an appropriate level, (2) to ple, the value of the real estate collateral is
raise additional capital, or (3) to submita planto relatively low compared with the aggregate
achieve compliance. The institution’s capital value of other collateral, or a blanket lien is
level and overall risk profile, and the adequacy taken on all or substantially all of the borrow-
of its controls and operations, as well as other er's assets.
factors will be the basis for determining whether for working-capital purposes in which the
such actions are necessary. lender does not rely principally on real estate
as security. The proceeds of the loan are not

Transactions Excluded from Supervisory
LTV Limits

1. Any residential mortgage or home equity loan with an

There are a number of Iending situations i TV ratio thatgquals or e_xceeds 90 percent and thaﬁ does not
ave the additional credit support should be considered an

which other factors significantly outweigh theeyception to the guidelines and included in the calculation of
need to apply supervisory LTV limits, therebyloans subject to the 100 percent of capital limit.
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used to acquire, develop, or construct reabf pipeline and warehoused loans, and alterna
property. funding sources should be identified.
financing permanent improvements to real Institutions should refer to the Financial
property, but in which no security interest isAccounting Standards Board’'s Statement o
taken or required by prudent underwritingFinancial Accounting Standards No. 125 (FAS
standards. For example, a manufacturing cont25), “Accounting for Transfers and Servicing
pany obtains a loan to build an addition to itsof Financial Assets and Extinguishments of
plant. The bank does not take a lien on thetiabilities,” for guidance on accounting for
plant because the bank is relying on thehese types of transactions. If a securitizatiol
company’s operating income and financiatransaction meets FAS 125 sale or servicing
strength to repay the debt. criteria, the seller must recognize any gain o
loss on the sale of the pool immediately anc
carry any retained interests in the assets sol
Risk Management for Supervisory (including servicing rights or obligations and
Loan-to-Value Limits interest-only strips) at fair value. Managemen
should ensure that the key assumptions used
Loan review and monitoringnstitutions should value these retained interests are reasonable a
perform periodic quality analyses through loarwell supported, both for the initial valuation and
review and portfolio monitoring. These periodicfor subsequent quarterly revaluations.
reviews should include an evaluation of various
risk factors, such as credit scores, debt-tocompliance risk.Institutions that originate or
income ratios, loan types, location, and concerpurchase high LTV real estate loans must tak
trations. At a minimum, the high LTV loan special care to avoid violating fair lending and
portfolios should be segmented by their vintageonsumer protection laws and regulations. Highe
(that is, age) and the performance of the porttfees and interest rates combined with comper
folios should be analyzed for profitability, sation incentives can foster predatory pricing o
growth, delinquencies, classifications and lossedjscriminatory “steering” of borrowers to high
and the adequacy of the allowance for loan antdTV products for reasons other than the borrow
lease losses based on the various risk factorsr’s creditworthiness. An adequate compliance
The ongoing performance of the high LTV loansmanagement program must identify, monitor
should be monitored by a periodic re-scoring oaind control the compliance risks associated wit|
the accounts, or by periodically obtaininghigh LTV real estate lending.
updated credit bureau reports or financial infor-
mation on borrowers. In addition, institutions
involved in high LTV lending should adopt, as
part of their loan-review program, the standardREAL ESTATE LENDING
in the FFIEC’s uniform retail-credit classifica- ACTIVITY AND RISKS
tion and account-management policy. (See sec-
tion 2130.1.) Real estate lending falls into two broad catego
ries: short-term financing (primarily construc-
Sales of high LTV loansWhen institutions tion loans) and permanent financing (for exam
securitize and sell high LTV loans, all the risksple, a 30-year residential mortgage or a 10-yec
inherent in such lending may not be transferredhortgage loan with payments based on
to the purchasers. Institutions that actively25-year amortization schedule and a ballool
securitize and sell high LTV loans must imple-payment due at the end of the 10 years on a
ment procedures to control the risks inherent iexisting commercial office building). Each type
that activity. Only written counterparty agree-of lending carries with it unique underwriting
ments that specify the duties and responsibilitiedsks as well as common risks associated witl
of each party and that include a regular scheduleny type of lending. In all cases, the bank shoul
for loan sales should be entered into. A continunderstand the credit risks and structure of th
gency plan should be developed that designat@soposed transaction, even if it is not the origi-
back-up purchasers and servicers in the evengating bank. This includes, at a minimum,
that either party is unable to meet its contractuainderstanding the borrower’s ability to repay
obligations. To manage liquidity risk, commit- the debt and the value of the underlying rea
ment limits should be established for the amoungstate collateral.
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Permanent financing, as the name implies, imanage its real estate loan portfolio risk. An
long term and presents a funding risk since @ndication of improper management of a bank’s
bank’s source of funds is generally of a shorteportfolio is an excessive concentration in loans
maturity. Accordingly, bank management shouldo one borrower or related borrowers, in one
be aware of the source for funding this lendingype of real estate loan, or in a geographic
activity. While matching the maturity structureslocation outside the bank’s designated trade
of assets to liabilities is particularly importantarea.
for a bank’s overall loan portfolio management, In identifying loan concentrations, commer-
the importance of this task is even more evidential real estate loans and residential real estate
in real estate lending activity. Many banksloans should be viewed separately when their
reduce their funding risk by entering into loanperformance is not subject to similar economic
participations and sales with other institutions asr financial risks. However, groups or classes of
well as asset securitization transactiérfSor a  real estate loans should be viewed as concentra-
detailed discussion on short-term financing, segons when there are significant common char-
section 2100.1, “Real Estate Constructiongcteristics and the loans are affected by similar
Loans.” adverse economic, financial, or business

developments. Banks with asset concentrations

should have in place effective internal policies,
Unsound Lending Practices systems, and controls to monitor and manage

this risk.
Some banks have adversely affected their finan- Concentrations that involve excessive or
cial condition and performance by grantingundue risks require close scrutiny by the bank
loans based on ill-conceived real estate projectand should be reduced over a reasonable period
Apart from losses due to unforeseen economigf time. To reduce this risk, the bank should
downturns, these losses have generally been tdevelop a prudent plan and institute strong
result of poor or lax underwriting standards andjnderwriting standards and loan administration
improper management of the bank’s overall realo control the risks associated with new loans.
estate loan portfolio. At the same time, the bank should maintain

A principal indication of an unsound lending adequate capital to protect it from the excessive

practice is an improper relationship between thesk while restructuring its portfolio.
loan amount and the market value of the prop-

erty; for example, a high loan-to-value ratio in
relationship to normal lending practice for a . . .
similar type of property. Another indication of LO@N Administration and Servicing

unsound lending practices is the failure of the - L .
bank to examine the borrowers debt-servicer€dl estate loan administration is responsible for

ability. For a commercial real estate loan, soung€"ain aspects of loan monitoring. While the
underwriting practices are critical to the detec@dministration may be segregated by property
tion of problems in the project’s plans, such adyPe: such as residential or commercial real
unrealistic income assumptions, substandagtate loans, the functions of the servicing
project design, potential construction problemsd€partment may be divided into the following

and a poor marketing plan, that will affect theCategories (although the organization will vary

feasibility of the project. among institutions):

» Loan closing and disbursemenpreparing
the legal documents verifying the transaction,
recording the appropriate documents in the
public land records, and disbursing funds in

A bank should have in place effective internal accordance with the loan agreement.
policies, systems, and controls to monitor and Payment processirgcollecting and applying
the loan payments.

- . ivation” e+ Escrow administratior-collecting insurance
2. See section 4030.1, "Asset Securitization,” for addi- premiums and property taxes from the bor-
tional information, including information on mortgage-backed L .

securities (MBS), collateralized mortgage obligations (CMOs), fower and remitting the fund_s to the insurance
and real estate mortgage investment conduits (REMICs). company and taxing authority.

Real Estate Loan Portfolio
Concentration Risk
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* Collateral administratior—maintaining docu- BANK ASSESSMENT OF THE
ments to reflect the status of the bank’s lien o BORROWER
the collateral (i.e., mortgage/deed of trust and

title policy/attorney’s opinion), the value of Although the value of the real estate collateral i
the collateral (i.e., real estate appraisal OAn important component of the loan-approva
evaluation and verification of senior lien, if in process, the bank should not place undue rel
existence), and the protection of the collateradnce on the collateral value in lieu of an ade
(i.e., hazard/liability insurance and tax pay-quate assessment of the borrower's ability t
ments). o repay the loan. These assessment factors diff
* Loan payoffs-determining the pay-off amount, depending upon the purpose of the loan, such ¢
preparing the borrower release or assumptiogingle-family residential loans as compared witt
documents, confirming the receipt of fundsjncome-producing commercial property loans
and recording the appropriate lien-releasgnd commercial or residential development loan
documents in the public land records. (referred to as “commercial real estate lend:
* Collections and foreclosuremonitoring the ing”). The loan documentation must adequately
payment performance of the borrower andypport the bank’s assessment of the borrow

pursuing collection of past-due amounts inand contain the appropriate legal documentatio
accordance with bank policy on delinquen+g protect the bank'’s interests.

cies.

» Claims processing-seeking recoveries on
defaulted loans that are covered by a gover
ment guarantee or insurance program or
private mortgage insurance company.

"Single-Family Residential Loans

For single-family residential loans, the bank

The bank should have adequate procedures %:Ould evaluate the loan applicant’s creditwor

ensure segregation of duties for disbursal an

receipt of funds control purposes. Addltlonally,&S all other obligations and expenses associat

the procedures should address the need fOr . o
document control because of the importance o\?"th home ownership. This includes an assess

the timely recording of the bank’s security;nn?nltoogq?net Eg :E;Orwecrrz dlirtlch?;?c? “gﬂ'g eisisst‘is;s
interests in the public land records. ploy Y Y, 9

ot : - obligations? The bank should also consider the
Some institutions provide various levels of

loan services for other institutions, which mayavall"JIbIIIty of private mortgage insurance; a

range from solely the distribution of pa: memsgovernment guarantee; or a government insu
9 y pay ance program, such as loans through the FHA

ceive 0 e ulimate calecton of e sebipsura or Va-guaranted programs,in asses
9 : ’ g the credit risk of a loan applicant.

have the additional responsibility of remitting If a bank delegates the loan-origination func-

funds on a timely basis to the other institution§ion to a third party, the bank should have
In accordance with a servicing agreement. Thgdequate controls to ensure that its loan policie

servicing agreement sets forth the servicer and procedures are being followed. The control

(rj;rtr:?t;n greﬁﬂ]rggg arﬁguf'er}eemsetmi’tutrgnell;rae:nzal;lol(rshouId include a review of the third party’s
relies on anoth,er institution for se-rvicing th?gﬁuallflcatlons; a written agreement between th

bank should have adequate control and au ank and th_e_t_hlrd-party originator to set forth
procedures to verify the performance of th e responsibilities of_ tht_a thlrd_party as an agen
servicer (also see section 4030.1, “Asset Sec%r the bank; a periodic review of the third
SR ; ; o ; arty’s operations to ensure that the bank’
ritization”). For residential loans sold into the

secondary mortgage market for which the bank

has retained servicing, Fannle. Mae, Freddie 3. There are restrictions on the information a bank car
Mac, and the Government National Mortgaggequest. The Federal Reserve's Regulation B, Equal Cred
Corporation (Ginnie Mae) have specific stan©pportunity (12 CFR 202), details the information that may
dards the bank (that is, seller/servicer) mustnd may not be requested on a loan application and provide

; odel form for a residential mortgage transaction. The
adhere to. Failure to meet these standards Cé'&ﬁeral Reserve’s Regulation Z, Truth in Lending (12 CFR

result in the termination of the servicing 226), describes the bank-disclosure requirements to the pe
agreement. tential borrower on the cost of financing.

iness and whether the individual has the abil
Ity to meet monthly mortgage payments as wel
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policies and procedures are being adhered textent of commercial real estate lending activity
and development of quality controls to ensureshould be contingent upon the lender’s expertise
that loans originated by the third party meet thend the bank’s experience. In considering an
bank’s lending standards, as well as those of thapplication for a commercial real estate loan, a
secondary mortgage market if the bank expectsank should understand the relationship of the
to sell the mortgages. actual borrower to the project being financed.

The form of business ownership varies for

commercial real estate projects and can affect

Secondary Residential Mortgage the management, financial resources available
Market for the completion of the project, and repayment
of the loan.

In the secondary market, a bank (the primary Information on past and current projects con-
mortgage originator) sells all or a portion of itsStructed, rented, or managed by the potential
interest in residential mortgages to other finanborrower can help the bank assess the borrow-
cial institutions (investors). Thus, the secondar§!'s experience and the likelihood of the pro-
mortgage market provides an avenue for a barfkosed project’s success. For development and
to liquidate a long-term asset as the need fdgonstruction projects, the bank should closely
funds arises. The majority of the secondaryeview the project’s feasibility study. The study
mortgage market activity is supported by threghould provide sensitivity and risk analyses of
government-related or -controlled institutionsthe potential impact of changes in key economic
Fannie Ma¢, Freddie Mac and Ginnie Maé. variables, such as interest rates, vacancy rates,
These entities were created or sponsored by tif§ operating expenses. The bank should also
federal government to encourage the financingonduct credit checks of the borrower and of all
and construction of residential housing. Fanni@rincipals involved in the transaction to verify
Mae, Freddie Mac, and Ginnie Mae have spetelationships with contractors, suppliers, and
cific underwriting standards and loan-business associates.

documentation requirements for mortgages pur- Finally, the bank should assess the borrower’s
chased or guaranteed by them. Generallyinancial strength to determine if the principals
financial institutions enter into either a mandaof the project have the necessary working capi-
tory or a standby commitment agreement withal and financial resources to support the project
these entities wherein the financial institutioruntil it reaches stabilization. As with any type of
agrees to sell loans according to certain deliverlending on income-producing propertieshe
schedules, terms, and performance penalties. bank should quantify the degree of protection
from the borrower’s (or collateral’s) cash flow,
the value of the underlying collateral, and any
guarantees or other collateral that may be avail-
able as a source of loan repayment.

As with other types of lending activities, the

Commercial Real Estate Loans

4. Although Fannie Mae was originally created in 1938 as
an organization within the federal government, it became a

federally chartered, stockholder corporation in 1968 whe BANK ASSESSMENT OF REAL

some of its functions were placed under the newly create

Ginnie Mae. Financial institutions can either sell mortgage?STATE COLLATERAL

directly to Fannie Mae or pool mortgages for placement in a . . .

Fannie Mae—guaranteed mortgage-backed security. Banks should obtain an appraisal or evaluation,
5. Freddie Mac was sponsored by the Federal Home Loags appropriate, for all real estate—related finan-

Bank Board and its members in 1970. Its primary purpose i%ial transactions before making the final credit
to provide a secondary market for conventional mortgages

originated by thrifts. or other decision. The Federal Reserve's appraisal
6. Ginnie Mae, a government agency under the Departmetiegulation requires institutions to obtain apprais-

of Housing and Urban Development (HUD), was created imals when certain criteria are met. See “Real

1968 when Fannie Mae became a private corporation. It has

several functions to assist in government housing programs,

such as managing and liquidating loans acquired by the—————

government. In the secondary market, Ginnie Mae acts as a 7. Income-producing commercial properties include rental

guarantor of mortgage-backed securities for pools of loanapartments, retail properties, office buildings, warehouses, and

originated and securitized by financial institutions. hotels.
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Estate Appraisals and Evaluations” section Loans qualifying for sale to any U.S. govern-
4140.1, for a description of the related requirement agency or government-sponsored agen
ments a bank must follow for real estate—relatedr conforming to the appraisal standards o
financial transactions. The appraisal sectioffannie Mae and Freddie Mac are also exemy
explains the standards for appraisals, indicatdsom the Federal Reserve’s appraisal regulatior
which transactions require an appraisal or afkannie Mae and Freddie Mac jointly developec
evaluation, states qualifications for anand adopted the Uniform Residential Appraisa
appraiser and evaluator, provides guidance oReport (URAR) as the standard form for resi-
evaluations, and describes the three appraisdéntial loans sold to them. As a result, a prop
approaches. erly completed URAR form is considered the
Management is responsible for reviewing thendustry standard for appraising one- to four-
reasonableness of the appraisal’s or evaluationfamily residential properties.
assumptions and conclusions. Also, manage-
ment'’s rationale for accepting and relying upon
the appraisal or evaluation should be docuCommercial Real Estate Loans
mented in writing. In assessing the underwrit-
ing risks, management should reconsider anRue to the variety of uses and the complexity of
assumptions used by an appraiser that reflentost commercial projects, there is not a uni
overly optimistic or pessimistic values. If man-formly accepted format for valuing commercial
agement, after its review of the appraisal oproperties like there is for valuing one- to
evaluation, determines that there are unsubstafour-family residential properties. A bank relies
tiated assumptions, the bank may request then outside appraisers, or in some instance
appraiser or evaluator to provide a more detaileth-house expertise, to prepare appraisals. For tt
justification of the assumptions or obtain a newnost part, appraisals on commercial real esta
appraisal or evaluation. projects are presented in a narrative format witl
supporting schedules. As the complexity of ¢
commercial project increases, the detail of the
appraisal report or evaluation should alsc
. . . . increase to fully support the analysis.
Single-Family Residential Loans When estimating the value of income-
producing real estate, the appraiser generall
The assessment of a residential property’s marelies to a greater degree on the income approa
ket value is critical to the bank’s estimate ofto valuation than on the comparable-sale:
loan-to-value ratio. This assessment providesgpproach or the cost approach. The incom
the bank with an estimate of the borrower'sapproach converts all expected future net ope
equity in the property and the bank’s potentiahting income into present-value terms, using
credit risk if the borrower should default on thedifferent analytical methods. One method, knowr
loan. For mortgages over $250,000, a bank igs the direct capitalization method, estimates th
required to obtain an appraisal in conformanceresent value of a property by discounting its
with the Federal Reserve’s appraisal regulatiorstabilized net operating income at an appropriat
As of January 1, 1993, the appraisal must beapitalization rate (commonly referred to as ¢
performed by a state-certified or -licensedcap rate). Stabilized net operating income is th
appraiser, as specified in the regulation. Whilmet cash flow derived from a property when
transactions under $250,000 do not require amarket conditions are stable and no unusue
appraisal, a bank is expected to perform apatterns of future rents and occupancy ar
appropriate evaluation of the underlying reakxpected. To approximate stabilized net opera
estate collateral. Loans that are wholly or paring income, the appraiser or bank may need t
tially insured or guaranteed by a U.S. governadjust the current net operating income of e
ment agency or government-sponsored agengyoperty either up or down to reflect current
are exempt from the Federal Reserve’s appraisaiarket conditions. The direct capitalization
regulation, so long as the loan meets the undemethod is appropriate only for use in valuing
writing requirements of the federal insurer orstabilized properties.
guarantor. Additionally, state laws for appraisals Another method, known as the discountec
may differ from the Federal Reserve’'scash-flow method, requires the discounting o
requirements. expected future cash flows at an appropriat
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discount rate to ascertain the net present value #ARLY INDICATIONS OF
a property. This method is appropriate for use ITROUBLED COMMERCIAL

estimating the values of new properties thaREAL ESTATE LOANS
have not yet stabilized, or for troubled properties

that are experiencing fluctuations in income.
The discount rates and cap rates, used iMarket'Related
estimating property values, should reflect rea- o i
sonable expectations about the rate of return thap evaluate the collectibility of their commer-
investors and lenders require under normaE'al real estate portfolio, banks should be alert
orderly, and sustainable market conditions. ThEor economic indicators of weakness in their real
appraiser’s analysis and assumptions should supstate markets as well as for indicators of actual
port the discount and cap rates used in th@r potential problemsf in the |nd|_V|duaI commer-
appraisal. The appraiser should not use exaggéi‘f’" real estate projects. Available indicators
ated, imprudent, or unsustainably high or lowdseful in evaluating the condition of the local
discount rates, cap rates, or income projection§e@l estate market include permits for and the
In assessing the reasonableness of the facfg/ue of new construction, absorption rates,

and assumptions associated with the valuatighmployment trends, vacancy rates, and tenant
of commercial real estate, the bank shouldfase incentives. Weaknesses disclosed by these

consider— types of statistics may signify that a real estate
market is experiencing difficulties that may

current and projected vacancy and absorptiof@Use cash-flow problems for individual real

rates; estate projects, declining real estate values, and

lease-renewal trends and anticipated rents; Ultimately, troubled real estate loans.

volume and trends in past-due leases;

the project’s feasibility study and market sur-

vey to determine support for the assumption®roject-Related

concerning future supply-and-demand factors;

effective rental rates or sale prices (taking intécharacteristics of potential or actual difficulties

account all concessions); in commercial real estate projects may include—
* net operating income of the property as com- o )
pared with budget projections; and » an excess supply of similar projects under

discount rates and direct capitalization rates. construction in the same trade area.
» the lack of a sound feasibility study or analy-

Because the income approach is generally Sis that reflects current and reasonably antici-
relied on to a greater degree than the other Pated market conditions.
methods, with specific emphasis on arriving at changes in concept or plan (for example, a
stabilized values, the bank must use judgment in condominium project converted to an apart-
determining the time it will take for a property Ment project because of unfavorable market
to achieve stabilized occupancy and rental rates. conditions). _ _
The analysis of collateral values should not b& rent concessions or sales discounts, resulting
based on a simple projection of current levels of in cash flow below the level projected
net operating income if markets are depressed orin the original feasibility study, appraisal, or
reflect speculative pressures but can be expectecevaluation. . ]
over a reasonable period of time to return t¢ concessions on finishing tenant space, moving
normal (stabilized) conditions. expenses, and lease buyouts. -

The capacity of a property to generate cash slow _Ieasmg_or lack of sustalned_ sales activity
flow to service a loan is evaluated on the basis of @nd increasing sales cancellations that may
rents (or sales), expenses, and rates of occu-feduce the project’s income potential, result-
pancy that are reasonably estimated to be ing in protracted repayment or default on the
achieved over time. The determination of the loan. )
level of stabilized occupancy, rental rates, and delinquent lease payments from major
net operating income should be based on antenants. _
analysis of current and reasonably expectetiland values that assume future rezoning.

market conditions, taking into consideration his® tax arrearages. o
torical levels when appropriate. * environmental hazards and liability for cleanup.
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Real Estate Loans 2090.1

As the problems associated with a commerthe borrower’s character, overall financial con-
cial real estate loan become more pronouncedijtion and resources, and payment history; th
the borrower/guarantor may experience a redugrospects for support from any financially
tion in cash flow to service-related debts, whiclresponsible guarantors; and the nature an
could result in delinquent interest and principabegree of protection provided by the cash flow
payments. and value of the underlying collateralAs the

While some real estate loans become troubleldorrower’'s and guarantor’s ability to repay a
because of a general downturn in the marketroubled real estate loan decreases, the impo
others become troubled because the loans wetance of the collateral value of the loan increase
originated on an unsound or a liberal basiscommensurately.

Common examples of unsound loans include—

loans with no or minimal borrower equity ~ Examiner Review

loans on speculative undeveloped property ipf the Real Estate Collateral

which the borrower’s only source of repay-

ment is the sale of the property An examiner’s analysis of the collateral value is
loans based on land values that have bedsased on the bank’s most recent appraisal ¢
driven up by rapid turnover of ownership, butevaluation and includes a review of the majol
without any corresponding improvements tdfacts, assumptions, and approaches used |
the property or supportable income projecthe appraiser or person performing the evalue
tions to justify an increase in value tion (including any comments made by manage
additional advances to service an existing loament relative to the reasonableness of th
without evidence that the loan will be repaidappraisal or evaluation assumptions and conclt

in full . sions). While the examiner may make adjust
* loans to borrowers with no development plansnents to the assessment of value, these adiju
or noncurrent development plans ments should be made solely for purposes of a

renewals, extensions, and refinancings thaixaminer's analysis and assessment of crec

lack credible support for full repayment from quality and should not involve an adjustment tc

reliable sources and that do not have a reasothe actual appraisal or evaluation.

able repayment schedéle Furthermore, examiners should not make
adjustments to appraisal or evaluation assumj
tions for credit-analysis purposes based on wors

EXAMINER REVIEW case scenarios that are unlikely to occur. Fo
OF COMMERCIAL example, an examiner should not necessaril
REAL ESTATE LOANS assume that a building will become vacant jus

because an existing tenant who is renting at
arate above today’s market rate may vacate th
doroperty when the current lease expires. On th
cher hand, an adjustment to value may b

repaid. The principal factors that bear on thi ‘ - .
review are the income-producing potential of2Ppropriate for credit-analysis purposes whe
the valuation assumes renewal at the above

the underlying collateral and the borrower’s ket rat | that rate i b

willingness and ability to repay the loan fromMa/k€t rate, uniess that rate IS a reasona

other resources, if necessary, and according fptmate Olf the expected market rate at the tim
renewal.

existing loan terms. In evaluating the overal A i h " de b i
risk associated with a real estate loan, examinegs /\SSUMPUONS, when recently made by quall-
should consider a number of factors, includinJIed appraisers or persons performing the evalt

The focus of an examiner’s review of a re
estate loan is on the ability of the loan to b

_ 9. The primary basis for the review and classification of the

8. As discussed more fully in the section on classificatioloan should be the original source of repayment and th
guidelines, the refinancing or renewing of loans to soundorrower’s intent and ability to fulfill the obligation without
borrowers would not result in a supervisory classification orelying on third-party guarantees. However, the examine
criticism unless well-defined weaknesses exist that jeopardizghould also consider the support provided by any guarantes
repayment of the loans. As consistent with sound bankingvhen determining the appropriate classification treatment fo
practices, institutions should work appropriately and construca troubled loan. The treatment of guarantees in the classific:
tively with borrowers who may be experiencing temporarytion process is discussed in “Classification of Credits,”
difficulties. section 2060.1.
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2090.1 Real Estate Loans

ation and when consistent with the discussiodefined weaknesses exist that jeopardize repay-
above, should be given a reasonable amount afent. An institution should not be criticized for
deference. Examiners should not challenge th@orking with borrowers whose loans are classi-
underlying assumptions, including discountfied or categorized as special mention as long as
rates and cap rates used in appraisals or evaltne institution has a well-conceived and effec-
ations, that differ only in a limited way from tive workout plan for such borrowers, along
norms that would generally be associated withvith effective internal controls to manage the
the property under review. However, the estilevel of these loans.
mated value of the underlying collateral may be In evaluating real estate credits for special-
adjusted for credit-analysis purposes when thmention categorization or classification, exam-
examiner can establish that underlying facts aoiners should apply the standard definitions as set
assumptions are inappropriate and can suppddrth in “Classification of Credits,” section
alternative assumptions. 2060.1. In assessing credit quality, examiners
should consider all important information regard-
ing repayment prospects, including information
CLASSIFICATION GUIDELINES on the borrower’s creditworthiness, the value of
and cash flow provided by all collateral support-
As with other types of loans, real estate loan{d the loan, and any support provided by
that are adequately protected by the curredfnancially responsible guarantors. _
sound worth and debt-service capacity of the These guidelines apply to individual credits,
borrower, guarantor, or the underlying collaterafVen if portions or segments of the industry to
generally are not classified. The examiner shoulyhich the borrower belongs are experiencing
focus on the ability of the borrower, guarantor/inancial difficulties. The evaluation of each
or the collateral to provide the necessary casfedit should be based upon the fundamental
flow to adequately service the loan. The loan'§haracteristics affecting the collectibility of the
record of performance is also important andarticular credit. The problems broadly associ-
must be taken into consideration. As a generdited with some sectors or segments of an indus-
principle, a performing real estate loan should"y; Such as certain commercial real estate mar-
not be automatically classified or charged off€ts, should not lead to overly pessimistic
solely because the value of the underlying col@SSessments of particular credits in the same
lateral has declined to an amount that is less thdpdustry that are not affected by the problems of
the loan balance. Conversely, the fact that th#'€ troubled sectors.
underlying collateral value equals or exceeds the
current loan balance, or that the loan is perform-

ing, does not preclude the loan from classifica-l-roubled Project-Dependent

tion if well-defined weaknesses jeopardize th -
repayment ability of the borrower, such as th(-;tommerCIaI Real Estate Loans

lack of credible financial support for full repay- 1o following guidelines for classifying a

ment from reliabl rces. ;
ent from reliable sources troubled commercial real estate loan apply when

Similarly, loans to sound borrowers that ar%e repayment of the debt will be provided

refinanced or renewed according to prude .
underwriting standards, including loans to olely by the underlying real estate collateral,

- ; . . and there are no other available and reliable
creditworthy commercial or residential real

estate developers, should not be categorized gaurees of repayment. As a general principle, for

special mention unless potential weaknesses troutl)led prOJect-dfspen;jehnt lcomrg)welrual rﬁal
exist or should not be classified unless We”_estate oan, any portion of the loan balance that
exceeds the amount that is adequately secured

by the value of the collateral, and that can be
clearly identified as uncollectible, should be

10. Another issue that arises in the review ofacommercia&lassiﬂed loss. The portion of the loan balance
real estate loan is its accrual or nonaccrual treatment for :

reporting purposes. The federal banking agencies, under ipat is adequately secured by the_ _Value of the
auspices of the FFIEC, have provided guidance on nonaccru@bllateral should generally be classified no worse
status in the instructions for the Reports of Condition andhan substandard. The amount of the loan bal-

Income (call reports) and in related supervisory guidance oénce in excess of the value of the collateral. or
the agencies. This guidance is summarized in “Loan Portfolio !

Management,” section 2040.1. portions thereof, should be classified doubtful
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when the potential for full loss may be mitigatednesses exist that jeopardize the orderly repa
by the outcome of certain pending events, oment of the loan in accordance with reasonabl
when loss is expected but the amount of the lognodified terms$! Troubled commercial real
cannot be reasonably determined. If warrantedstate loans whose terms have been restructur
by the underlying circumstances, an examineshould be identified in the institution’s internal
may use a doubtful classification on the entireredit-review system and closely monitored by
loan balance. However, this would occur infre-management.

quently.

Home Equity Loans
Partially Charged-Off Loans

Home equity loans (HELS) are defined as loan
An evaluation based upon consideration of afthat are usually collateralized by a second mort
relevant factors may indicate that a credit hagage or deed of trust on the borrower’s principa
well-defined weaknesses that jeopardize colle¢esidence or second residence; however, tt
tion in full, although a portion of the loan may collateral may be a first mortgage or deed o
be reasonably assured of collection. When Hust. The borrower’s equity in the residence
charge-off has been taken in an amount suffP'EdQEd as collateral, provides protection for the
cient to ensure that the remaining recordeéPan and determines the maximum amount o
balance of the loan (1) is being serviced (basegredit that may be advanced. Traditionally, HELs
upon reliable sources) and (2) is reasonablyere used to fund home improvements or tc
assured of collection, classification of theConsolidate debt, and they were usually amor
remaining recorded balance may not be apprdlzed without a .re.volving feature.. Because of
priate. Classification would be appropriatethese characteristics, home equity loans wer
when well-defined weaknesses continue to bgommonly maintained and administered in &
present in the remaining recorded balance. IRank’s consumer or installment loan departmer
such cases, the remaining recorded balan@hd were monitored based on delinquency statu
would generally be classified no more severeljlowever, since enactment of the Tax Reforn
than substandard. Act of 1986, which allows home equity loan
A more severe classification than substandaréterest of up to $100,000 to be deducted from
for the remaining recorded balance would béaxpayer’s gross income, the popularity anc
appropriate, however, if the loss exposure carisage of HELs have expanded considerably
not be reasonably determined—for examplel he proceeds of home equity loans are now use
when significant risk exposures are perceivedor increasingly diverse purposes, such as cor
such as in the case bankruptcy or loans collaumer purchases, personal investments, workir
eralized by properties subject to environmenta§apital for small businesses, and a supplement:
hazards. In addition, classifying the remaining®ersonal income.
recorded balance more severly than substandardThe structure and repayment terms of hom

would be appropriate when sources of repayequity loans have become more varied. Amor
ment are considered unreliable. tization periods may be as long as 15 years, wit

possible balloon maturities of three to five years

In some instances, the payment requirement |

only interest due for an initial period. Revolving

Formally Restructured Loans lines of credit have also gained popularity as
o ) . way to accommodate the many different uses ¢

The classification treatment previously diS1oan proceeds. Lines of credit to individuals
cussed for a partially charged-off loan would,yith high incomes or high net worths may
also generally be appropriate for a formallys,pstantially exceed $100,000. These loans a

restructured loan when partial charge-offs havgfen housed in the bank’s private-banking
been taken. For a formally restructured loan, the

focus of the examiner’s analysis is on the ability ————

of the borrower to repay the loan in accordance 11. An example of a restructured commercial real estat

with its modified terms. Classification of aIoan that does not have r_easonaple mpdlfled terms would be
. cash-flow mortgage, which requires interest payments onl

forma”y restructured |O_an would be_appfop”at%hen the underlying collateral generates cash flow but pro

if, after the restructuring, well-defined weak-vides no substantive benefits to the lending institution.
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division or within the commercial loan port- Economic periods of increasing unemploy-
folio, rather than in the consumer loan departmeniment, rising interest rates, or other recessionary
In addition to the increasingly varied pur-factors can negatively affect the repayment abil-
poses of HELSs, there has also been an upsurgeity of borrowers and erode the value and mar-
loans in which the combined first and secondketability of residential real estate. Moreover,
mortgages result in very high LTV ratios. Tomost HELs are collateralized by junior lien
remain competitive with other residential lend-positions. Therefore, if the bank forecloses, it
ers, some banks have relaxed their underwritingnust pay off or service the senior mortgage
standards by permitting higher LTV ratios. Inlender, further increasing its exposure. Foreclo-
addition, some banks may have offset declinesure proceedings may entail lengthy and costly
in residential mortgage refinancing during periodstigation, and real estate law commonly protects
of higher interest rates by competing morghe home owner.
aggressively for home equity loan business. Examiners should ensure that banks have
Consumer demand for HELs may also increasproper controls to manage this exposure, par-
during periods of higher interest rates becaustcularly those that have a high concentration of
they provide an alternative source of financindnome equity loans with excessively high com-
for consumer purchases. bined LTV ratios. Banks with concentrations
Examiners must ensure that a bank’s policiethat lack proper controls and monitoring proce-
for originating and acquiring HELs comply with dures should be criticized for these credit defi-
the real estate lending standards and guidelinegencies. If the examiner judges the deficiencies
stipulated in the Board's Regulation H, sub-to be severe, the bank should be cited for unsafe
part C. While the guidelines permit banks toand unsound banking practices.
make residential real estate loans with LTV
ratios in excess of 90 percent without the appro-
priate credit enhancements, these loans a’kLLOWANCE FOR LOAN AND
treated as exceptions to the guidelines and aiteEASE LOSSES
subject to the aggregate limitation of 100 per-
cent of the bank’s total capital. A bank bases the adequacy of its allowance for
As with all types of lending, the bank shouldloan and lease losses (ALLL), including amounts
have strong underwriting standards for HELS. Inesulting from an analysis of the real estate
assessing these standards, the examiner shogplettfolio, on a careful, well-documented, and
determine whether the bank primarily emphaconsistently applied analysis of its loan and
sizes the borrower’s ability and willingness tolease portfolid:2 Guidance related to the ALLL
repay the loan from income or cash flow versuss primarily addressed in the section 2070.1. The
the amount of equity in the real estate. Extendefbllowing discussion summarizes general prin-
repayment terms and liberal loan structures cagiples for assessing the adequacy of the ALLL.
increase the risk of default on HELs. Normally, Examiners should evaluate the methodology
longer repayment terms increase the likelihoodnd process that management has followed in
of events that could jeopardize the borrower'sriving at an overall estimate of the ALLL to
ability to repay, for example, the loss of a job, @ensure that all of the relevant factors affecting
change in marital status, a prolonged spike ifhe collectibility of the portfolio have been
prevailing interest rates, or a deflationary ecoappropriately considered. In addition, the exam-
nomic environment. Additionally, the examineriner should review the reasonableness of man-
should review the bank’s policy (or practice) foragement’s overall estimate of the ALLL, as well
obtaining appraisals or evaluations to determings the range of possible credit losses, by taking
the lendable equity in the borrower’s residencento account these factors. The examiner’s anal-
The examiner should determine that the bank
has not relaxed its appraisal requirements to
accommodate the grov,Vth Of. its HEL pOf_thlIO. 12. The estimation process described in this section per-
For example, a bank’s reliance on drive-byyitsa more accurate estimate of anticipated losses than could
appraisals rather than full appraisals or evaluae achieved by assessing the loan portfolio solely on an
tions could represent an unsafe and unsourgggregate basis. However, itis only an estimation process and
practice depending on the size of the loan, th oes not imply that any part of the ALLL is segregated for, or
. allocated to, any particular asset or group of assets. The ALLL
total volume of HELs, and the condition of theis available to absorb all credit losses originating from the
local real estate market. loan and lease portfolio.
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ysis should also consider the quality of theaffiliates should be on terms and conditions tha

bank’s systems and management’'s ability tare consistent with safe and sound bankini

identify, monitor, and address asset-qualitypractices. The bank is expected to comply witt

problems. the limits and collateral requirements of section:
As discussed in the previous subsection o083A and 23B of the Federal Reserve Act

classification guidelines, examiners should confl2 USC 371c and 371c-1).

sider the value of the collateral when reviewing

and classifying a loan. For a performing com-

; .__Tje-in provisions. Section 106 of the Bank
mercial real estate loan, however, the SUperV'sorMolding Company Act Amendments states tha

policy does not require automatic increases tg b . o - .
ank is prohibited from fixing or varying the
the ALLL solely because the value of the onsideration for extending credit, leasing ol

fﬁgst%?lg:ﬁ Sggﬁfg to an amount that is les, eIIir)g property of any kind, or furnishing any
In assessing the ALLL during examinations,iﬁrs\t/gniec;n_the condition or requirement that th
it is important that the examiner recognize
that management’s process, methodology, an.d
underlying assumptions require a substantial ;
degreg o?judgmer?t. Even \(/]vhen an institution from the bank, other than a loan, discount
maintains sound loan-administration and deposn," or trust service (a “traditional bank
collection procedures and effective internal prod_uct); . ) .
systems and controls, the estimation of anticit OPtain additional credit, property, or service
pated losses may not be precise due to the from the tfaNkS parent hol_dlng company or
wide range of factors that must be considered. the parent's other subsidiaries;
Furthermore, the ability to estimate anticipated Provide additional credit, property, or service
losses on specific loans and categories of loansto the bank, other than those related to an
improves over time as substantive information usually provided in connection with a loan,
accumulates regarding the factors affecting discount, deposit, or trust service;
repayment prospects. The examiner shoule provide additional credit, property, or service
give considerable weight to management’s to the bank’s parent holding company or any
estimates in assessing the adequacy of theof the parent’s other subsidiaries; or
ALLL when management has (1) maintainec not obtain other credit, property, or service
effective systems and controls for identifying, from the competitors of the bank, the bank’s
monitoring, and addressing asset-quality prob- parent holding company, or the parent’s othe
lems, and (2) analyzed all significant factors subsidiaries, except that the lending bank ma

obtain additional credit, property, or service

affecting the collectibility of the portfolio. impose conditions and requirements in a cred
transaction to ensure the soundness of tk
credit.

REGULATORY COMPLIANCE See the statutory exceptions in section 106(k

) of the Bank Holding Company Act Amend-
Banks are expected to comply with laws,ments and the Federal Reserve’s Regulation
regulations, and Federal Reserve policy in alf12 CFR 225.7).
aspects of their real estate lending programs.
Moreover, banks should establish adequate
internal controls to detect deficiencies onnsider lending activities.Loans to insiders
exceptions to their lending policy that resultshould not contain more favorable terms thar
in unsafe and unsound lending practices. Ithose afforded to other borrowers nor pose
regard to lending limits, the examiner shouldmore-than-normal risk of repayment. The ban}
review the bank’s lending practices in accoris expected to maintain adequate loan documei
dance with the applicable state laws in theaation of insider loans showing that proper
following areas that prescribe limits on aggre-approval for the loan was obtained. Such loan
gate advances to a single borrower and relateshould comply with the Federal Reserve’s Regu
borrowers: lation O, Loans to Executive Officers, Directors,

and Principal Shareholders of Member Bank:

Transactions with affiliategAll transactions with (12 CFR 215, subpart B).
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Loans to executives, officers, directors, andrederal Reserve System (12 CFR 208), as set
principal shareholders of correspondent banksforth in subpart G of Regulation Y (12 CFR
There should be no preferential treatment 0225). The Federal Reserve’s appraisal and evalu-
loans to insiders of correspondent banks naation requirements are separately discussed in
should there be the appearance of a conflict afection 4140.1, “Real Estate Appraisals and
interest. The bank should comply with title VIII Evaluations.”
of the Financial Institutions Regulatory and
Interest Rate Control Act of 1978 (FIRA) Consumer complianceThe bank’s residential
(12 USC 1972(2)). lending program should ensure that the loan
applicant is adequately informed of the annual
Appraisals and evaluationsBanks should interest rate, finance charges, amount financed,
obtain an appraisal or evaluation for all reakotal payments, and repayment schedule as man-
estate—related financial transactions befordated in the Federal Reserve's Regulation Z,
making the final credit decision in conformanceTruth in Lending (12 CFR 226). The bank’s
with title XI of the Financial Institutions process for taking, evaluating, and accepting or
Reform, Recovery, and Enforcement Act ofrejecting a credit application is subject to the
1989 (FIRREA) (12 USC 3310, 3331-3351)Federal Reserve’s Regulation B, Equal Credit
and the Federal Reserve’s Regulation H, Mem@pportunity (12 CFR 202).
bership of State Banking Institutions in the
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Real Estate Loans

Examination Objectives
Effective date May 2000

Section 2090.2

1. To determine if policies, practices, proce-4.
dures, and internal controls regarding real
estate loans are adequate to identify and
manage the risks the bank is exposed to. 5.

2. To ascertain if the institution has imple-
mented risk-management programs that ideré.
tify, measure, monitor, and control the inher-
ent risks involved in real estate lending.

3. To determine if bank officers and staff are
operating in conformance with the bank’s
established guidelines.

To evaluate the portfolio for collateral suffi-
ciency, performance, credit quality, and
collectibility.

To determine compliance with applicable
laws and regulations.

To initiate corrective action when policies,
practices, procedures, objectives, or interne
controls are deficient or when violations of
laws or regulations have been noted.
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Real Estate Loans

Examination Procedures
Effective date May 2000

Section 2090.3

1. Determine the scope of the examination including whether the bank is adequately

based upon the evaluation of internal con-
trols and the work performed by internal/

external auditors.

. Review the board of directors minutes to
ensure that real estate loan policies are
reviewed and approved at least annually.

. Test real estate loans for compliance with
policies, practices, and procedures by per-
forming the remaining examination proce-

dures in this section. Obtain a listing of any
deficiencies noted in the latest internal/
external audit report and determine if

appropriate corrections have been made.
Additionally, obtain a list of personnel

significant enough to influence the scope of

the examination.

. Obtain a trial balance and delinquency list-

ing for all real estate loans and—

a. reconcile the real estate department's
trial balance totals to the bank’s general
ledger accounts;

b. review reconciling items foreason-
ableness; and

c. obtain information (for example, paid-to
dates, last date paid, and date of nonac-
crual status) on past-due loans and loans
on nonaccrual status.

. Evaluate the bank with respect to—

a. the adequacy of written policies and
procedures relating to real estate loans;

b. the operating compliance with estab-
lished bank policy;

c. favorable or adverse trends in the overall
real estate lending activity;

d. the accuracy and completeness of the
bank’s records;

e. the adequacy of internal controls;

adherence to lending policies, proce-

dures, and authority by all appropriate
personnel;

g. compliance with laws, regulations, and
Federal Reserve policy on real estate
lending activity, including lending limits
and restrictions; loans to officers, direc-
tors, and shareholders; appraisal and
evaluation of real estate collateral; and
lending practices;

—h

h. compliance with the Interagency Guide- 7.

lines for Real Estate Lending Policies,

documenting exceptions to supervisory
loan-to-value (LTV) limits, whether the
volume of nonconforming loans
exceeds the capital limitations, and
whether risk-management programs hav
been established and maintained to iden
tify, measure, monitor, and control the
inherent risks associated with high LTV
lending; and

i. other matters of significance, including
mortgage  servicing, warehousing
operations, and the loan origination/
resale process.

6. Select loans for examination using an
changes and determine if these changes are

appropriate sampling technique drawn fromn

judgmental (cut-off amount approach) or

statistical sampling. Analyze the perfor-

mance of the loans selected for review by

transcribing the appropriate information

from the following list onto the real estate

loan line cards, when applicable:

a. collateral records and credit files

b. loan agreements relative to any pur-
chases, transfers, participations, or sale
that have been entered into since the lac
examination

c. loan commitments and other contingen
liabilities

d. loan modification agreements or restruc:
turing terms to identify a reduction in
interest rate or principal payments,
deferral of interest or principal pay-
ments, or other restructurings of terms

e. past-due/nonaccrual-related informatior

f. loan-specific internal problem credit
analyses information

g. escrow analysis reports, including the
status of property tax payments and
escrow advances by the bank to cove
delinquent property taxes

h. the status of mortgage insurance claim
either for government insurance or guar-
antee programs or for private mortgage
insurance, including procedures for
ensuring coverage and reporting proce
dures for filing claims and contested
claims, if any

i. loans to insiders and their interests

In analyzing the selected real estate loan:

consider the following procedures, taking
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Real Estate Loans: Examination Procedures

appropriate action if necessary:

a.

b.

Determine the primary source of repay-
ment and evaluate its adequacy.
Assess the quality of any secondary col-
lateral afforded by the loan guarantors or
partners.

. Compare collateral values with outstand-

ing debt and determine whether the loan’s
LTV ratio is in excess of the supervisory 9.
LTV limits. If so, ascertain whether the
loan has been properly reported as a
nonconforming loan.

. Assess the adequacy of the appraisal or

evaluation.

. Ascertain whether the loan complies with

established bank policy.

Identify any deficiencies in the loan’s
documentation both in the credit files
and in the collateral records.

. lIdentify whether the loan is to an officer,

director, or shareholder of the bank or a
correspondent bank and whether an offi-
cer, director, or shareholder of the banklLO.
is a guarantor on the loan.

. Review the borrower’s compliance with

provisions of the loan agreement and the
borrower’s payment performance, indi-
cating whether the loan is past due.

. Determine if there are any problems that

may jeopardize the repayment of the real
estate loan.

. Determine whether the loan was classi-

fied during the preceding examination,
and, if the loan has been paid off, whether
all or part of the funds for repayment
came from another loan at the bank, from
a participation or sale with another insti-
tution, or from the repossession of the
property.

. Identify whether the loan is to a firm or 11.

to individuals who are principals of a
firm that provided professional services
to the bank, including attorneys, accoun-
tants, and appraisers. If so, determine
if the loan has received preferential
treatment. 12.

8. For loan participations, either in whole or in
part, to or with another lending institution,
review, if applicable—

a. participation certificates and agreements,

b.

on a test basis, to determine if the con-
tractual terms are being adhered to;
loan documentation to see if it meets the
bank’s underwriting procedures as if the
loan had been originated by the bank;

c. the transfer of loans immediately before
the date of the examination to determine
if the loan was either nonperforming or
classified and if the transfer was made to
avoid possible criticism during the cur-
rent examination; and

d. losses to determine if such losses are
shared on a pro rata basis.

For participations between an institution

with a different primary regulator and the

shared national credit program loans—

a. identify loans to be included in the shared
national credit review;

b. inform the Reserve Bank of any criti-
cized participation loans that were not
covered by the shared national credit
program and in which the participant(s)
has a different primary regulator; and

c. inform the Reserve Bank of those loans
eligible for the shared national credit
program that were not previously
reviewed.

In connection with the examination of other

lending activity in the bank—

a. check the central liability file on the
borrower(s) and determine whether the
total indebtedness of the borrower
exceeds the lending limit to a single
borrower; and

b. obtain information and related perfor-
mance status on common borrowers and
their interests from examiners assigned
to other examination areas (such as non—
real estate loans, leasing, overdrafts, and
cash items) and determine the total
indebtedness of the borrower to the bank.
Additionally, one examiner should be
assigned to review the borrower’s over-
all borrowing relationship with the bank.

Consult with the examiner responsible for

the asset/liability management analysis por-

tion of the examination to determine the
appropriate maturity breakdown of real
estate loans needed for the analysis, and
prepare the necessary schedules.

Summarize the findings of the real estate

loan portfolio review and address the

following:

a. the scope of the examination

b. the quality of the policies, procedures,
and controls

c. the general level of adherence to policies
and procedures

d. the competency of management and loan
officers, including identification of indi-
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Real Estate Loans: Examination Procedures 2090

viduals with an excessively high level i. causes of existing problems
of problem loans or documentation j. delinquentloansand the aggregate amour
exceptions of statutory bad debts. (See sectior

e. the quality of the loan portfolio 2060.1, “Classification of Credits.”)

f. loans not supported by current and com- k. concentrations of credits
plete financial information I. classified loans

g. loans with incomplete documentation,  m.violations of laws, regulations, and Fed-
addressing deficiencies related to items eral Reserve policy
such as appraisals or evaluations, titte n. action taken by management to correc
policy, proof of insurance, deeds of trust, previously noted deficiencies and correc:
and mortgage notes tive actions recommended to manage

h. loans to officers, directors, shareholders, ment at this examination, with the bank’s
or their interests response to them

Commercial Bank Examination Manual May 2000
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Real Estate Loans

Internal Control Questionnaire
Effective date May 2000

Section 2090.4

Review the bank’s internal controls, policies,
practices, and procedures for making and ser-
vicing real estate loans. The bank’'s system  j.
should be documented completely and concisely

and should include, where appropriate, narrative k.
descriptions, flow charts, copies of forms used,

and other pertinent information. Negative
responses to the questions in this section should

be explained, and additional procedures deemed |.
necessary should be discussed with the examiner-
in-charge. Iltems marked with an asterisk require
substantiation by observation or testing.

type of financial information required
for each category of real estate loan?
LTV limits that are consistent with
regulatory supervisory limits?
real estate appraisal and evaluation pro
grams consistent with the Federal
Reserve’'s appraisal regulation and
guidelines?
reporting requirements to the board of
directors relative to loan portfolio moni-
toring, including items such as compli-
ance with lending policies and proce-
dures, delinquency trends, and problen
loans?

2. Are real estate policies and objectives
appropriate to the size and sophisticatior
of the bank, and are they compatible with
changing market conditions?

LOAN POLICIES

1. Has the board of directors and manage-
ment, consistent with their duties and
responsibilities, adopted and, at least annu-

ally, reviewed and approved written real
estate loan policies that define— LOAN RECORDS

a. the |nst|tut|9n§ targgt m.arket? *3. Are the preparation and posting of subsid-
b. loan portfolio diversification standards? iary real estate loan records performed o
c. acceptable collateral types? adequately reviewed by persons who d
d. prudent, clear, and measurable under-  not also—
writing standards, including relevant a. issue official checks and drafts?
credit factors such as— b. handle cash receipts?
e maximum loan amount by type of c. reconcile subsidiary records to genera
property? ledger controls?
e maximum loan maturity by type of *4. Are the subsidiary real estate loan record:
property? reconciled at least monthly to the appro-
« repayment terms? priate general ledger accounts? Are recor
« pricing structure for each type of real ciling items adequately investigated by
estate loan? persons who do not also handle cash o
« loan-to-value (LTV) limits by type of prepare/post subsidiary controls?
property? 5. Arg Iqans in excess of sgperwsory LTV
e. procedures for reviewing real estate limits identified in the bank’s records, and

loan applications?

f. loan-origination and -approval proce-
dures (including loan authority limits)
by size and type of loan?

g. review and approval procedures for
exception loans?

h. loan-administration procedures that
include documentation, disbursement,
collateral inspection, collection, and
loan review?

i. minimum loan-documentation stan-
dards, such as minimum frequency and

are the aggregate amounts of such loan
reported at least quarterly to the board o
directors, along with the experience of the
high LTV loan portfolio?

. Are loan statements, delinquent accour

collection requests, and past-due notice
reconciled to the real estate loan subsidi
ary records? Are the notices and reconcili-
ations handled by persons who do not alst
handle cash?

. Are inquiries about loan balances receivel

and investigated by persons who do no
also handle cash?
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2090.4

Real Estate Loans: Internal Control Questionnaire

*8.

10.

11.

12.

Are documents supporting recorded credit

adjustments subsequently checked or tested

by persons who do not also handle cash?

. Does the bank maintain a daily record

summarizing note transaction details (loans
made, payments received, and interest
collected) to support applicable general
ledger account entries?

Are note and liability trial balances fre-
guently reconciled to the general ledger by
employees who do not process or record
loan transactions?

Are subsidiary payment records and files
pertaining to serviced loans segregated
and identifiable?

Are past-due loan reports generated daily?

LOAN INTEREST AND
COMMITMENT FEES

*13.

14.

Are the preparation and posting of loan

d. Does the bank obtain a signed applica-
tion form for all real estate mortgage
loan requests?

e. Are separate credit files maintained?

f. Is there a program of systematic
follow-up to determine that all required
documents are received after the loan
closing and from public recording
offices?

g. Does a designated employee conduct a
review after loan closing to determine if
all documents are properly drawn, exe-
cuted, recorded, and filed within the
loan files?

h. Are all notes and other instruments
pertaining to paid-off loans returned
promptly to the borrower, cancelled,
and marked paid, where appropriate?

i. Are charged-off notes and related files
segregated and adequately controlled?

interest and fee records performed or adee OAN ORIGINATION

quately reviewed by persons who do not
also—

a. issue official checks or drafts?

b. handle cash?

Are any independent interest and fee com-20.

putations made and compared with or

adequately tested to loan interest records21.

by persons who do not also—
a. issue official checks or drafts?
b. handle cash?

PROCESSING AND DOCUMENT

CONTROL

*15.

16.

19. Does the bank have a written schedule of

fees, rates, terms, and types of collateral
for all new loans?

Does the bank have a mortgage errors and
omission policy?

Are procedures in effect to ensure compli-
ance with the requirements of governmen-
tal agencies that insure or guarantee loans
or with the requirements of private mort-
gage insurance companies?

ESCROW PROCESSING

Are all real estate loan commitments issued22. Regarding insurance and property taxes

in written form?
Are loan officers prohibited from process-
ing loan payments?

coverage—
a. Is there a procedure for determining
that private mortgage insurance premi-

*17. Are loan payments received by mail re- ums are current on insured loans?
corded upon receipt independently before b. Is there a procedure for determining
being sent to and processed by a note that property and hazard insurance pre-
teller? miums are current on properties secur-

*18. Regarding mortgage documents— ing loans?

a. Has the responsibility for the document c. Does the bank require that the hazard
files been established? insurance policies include a loss pay-
b. Does the bank use a check sheet to able clause to the bank?
ensure that required documents are d. Are escrow accounts reviewed at
received and on file? least annually to determine if monthly
c. Are safeguards in effect to protect notes deposits  will cover anticipated
and other documents? disbursements?
May 2000 Commercial Bank Examination Manual
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Real Estate Loans: Internal Control Questionnaire

2090

LOAN ADMINISTRATION

*23.

24.

e. Are disbursements for taxes and 27. Are properties to which the bank has

insurance supported by records show-
ing the nature and purpose of the
disbursement?

f. If advance deposits for taxes and insur-

ance are not required, does the bank2s.

have a system to determine that taxes
and insurance are being paid?

Are approvals of real estate advances
reviewed, before disbursement, to deter-
mine that such advances do not increase
the borrower’s total liability to an amount
in excess of the bank’s legal lending limit?
Are detailed statements of account bal-

29.

obtained title appropriately transferred to
other real estate owned (OREOQO)? Set
“Other Real Estate Owned,” section 2200.1,
for requirements.

Does the bank have an adequate manag
ment and sales disposition program for
timely liquidation of OREO that takes into
account the maximum retention period for
OREO allowed under state law?

Does the bank have adequate procedur:
for fiing and monitoring its mortgage
insurance claims for government-insurec
or -secured programs and for private mort-
gage insurance?

ances and activity mailed to mortgagors aCONCLUSION

least annually?

30. Does the foregoing information provide an

COLLECTIONS AND
FORECLOSURES

25.

26.

Does the bank have adequate collection
procedures to monitor delinquencies and,
as necessary, procedures to pursue

foreclosure? 31.

Are properties under foreclosure proceed-
ings segregated?

adequate basis for evaluating internal con
trol in that deficiencies in areas not cov-
ered by this questionnaire do not signifi-
cantly impair any controls? Explain

negative answers briefly, and indicate any
additional examination procedures deeme
necessary.

Are internal controls adequate based on

composite evaluation, as evidenced by
answers to the foregoing questions?
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